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THE FIRST NATIONAL BANK OF GREENCASTLE LOCATIONS
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TO OUR SHAREHOLDERS

DEAR SHAREHOLDER,

We are pleased to present Tower Bancorp’s 2005 annual
report. The positive results achieved this past year were the
direct result of a dedicated and hard working staff.

Net income for Tower Bancorp, Inc., reached a new record
in 2005 of $5,032,000 or $2.91 per share. Asset growth
of $35 million to $352,000,000 exceeded our
expectations, while deposit growth set a new record,
exceeding $30 million this past year. We are pleased to
announce that we have implemented a new 30-year
mortgage program. Under this program, mortgage loans
are sold on the secondary market with The First National
Bank of Greencastle retaining customer deposits and loan
servicing. While this program has proven extremely
successful resulting in $10 million in sold mortgages, it
has tempered the loan growth on the bank’s balance sheet.

In 2005, Tower increased regular cash dividends by 9.8%.
For the past 16 years, Tower has increased regular cash
dividends an average of 11.2% per year. To further
enhance shareholder value, four special cash dividends
have been paid since 1999 for an additional $3.5 million
payout to shareholders.

Our branch network in the Washington County, Maryland
market expanded when we opened our 10th location on
Eastern Boulevard in Hagerstown. The new office offers
another convenient location to accommodate the banking
needs of our growing customer base in Maryland.

If you have been considering mutual funds, stocks or other
investments, please talk with our UVEST investment
advisor, Lee Springer. Lee is very knowledgeable about
non-traditional investment options including brokerage,
mutual funds, annuities, 401(k)s and long-term care
insurance. Our UVEST program has been growing steadily
and providing additional services for our customers and
additional income for our shareholders.

On March 14th the shareholders approved entering into a
merger agreement with FNB Financial of McConnellsburg,
PA. Pending regulatory approval, the unification of these
two well-established companies will provide future growth
opportunities, and continued economic gains in the
communities we serve. The merger will enhance our
banking network that will span three counties, offering 15
office locations and 16 ATM’s to better serve our new and
existing customers. FNB Financial holds the #1 market
share in Fulton County, PA and Hancock, Maryland. At
year-end, FNB Financial had total assets of $186 million,
total loans of $139 million, total deposits of $145 million
and produced earnings of $1,328,000.

On behalf of our directors, management team, and valued
employees, we thank you for your continuing confidence

and support. We remain committed to strengthening and
growing our stock value, and supporting the communities
served by our offices.

Sincerely,

ﬁﬁ% D94

Jefl B. Shank
PresidentV/CEO

/éfg@

Kermit G. Hicks
Chairman of the Board
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TOWER BANCORP INC. HIGHLIGHTS

Net Income (in Mitlions) Cash Dividend Paid (i Thousands)
$6.0 $2500 247 —
2149
1,965
5.4 , 2000 T T
1,554
L —14l7— +——
1500 1] .
3 1,283

1,147

2001 2002 2003 2004 2005 2001 2002

2003

2004 2005

[] Special Dividends
Cash Dividend #s reflect the special dividends
Total Assets (in Miltions) that we paid in 2001, 2003, and 2005.

$400

360 352 ——

317

320

280

240

200

2001 2002 2003 2004 2005

Total Loans (i mitlions) Total Deposits (in ittions)

$250 ’l’ $300

229 229

230 270

214

210 240

2001 2002 2003 2004 2005 2001 2002

www.fnbgc.com

2

207 —

2003

2004 2005



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Smith Elliott Kearns & Company, LLC
Cenrtified Public Accountants & Consul{ants

To the Board of Directors and Shareholders of Tower Bancorp, Inc.

We have audited the accompanying consolidated balance sheets of Tower
Bancorp, Inc. and its wholly-owned subsidiary as of December 31, 2005 and 2004, and
the related consolidated statements of income, changes in stockholders’ equity, and cash
flows for each of the years in the three-year period ended December 31, 2005. We also
have audited management’s assessment, included in the accompanying Managements
Report on Internal Control, that Tower Bancorp, Inc. and its wholly-owned subsidiary
maintained effective internal control over financial reporting as of December 31, 2005,
based on criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). The
management of Tower Bancorp, Inc. and its wholly-owned subsidiary is responsible for
these financial statements, for maintaining effective internal control over financial
reporting, and for its assessment of the effectiveness of internal control over financial
reporiing. Our responsibility is to express an opinion on these financial statements, an
opinion on management’s assessment, and an opinion on the effectiveness of the

company’ internal control over financial reporting based on our audits.

We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audits to obtain reasonable assurance about whether the financial
stalements are free of material misstatement and whether effective internal control over
financial reporting was maintained in all material respects. Our audit of financial
staternents included examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement
presentation. Our audit of internal control over financial reporting included obtaining an
understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the

circumstances. We believe that our audits provide a reasonable basis for our opinions.

A companys internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A companys internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the

company; and (3) provide reasonable assurance regarding prevention or timely detection

www.fnbgc.com
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

of unauthorized acquisition, use, or disposition of the company’ assets that could have a

material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures

may deteriorate.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of Tower Bancorp, Inc and its wholly-owned
subsidiary as of December 31, 2005 and 2004, and the results of their operations and
their cash flows for each of the years in the three-year period ended December 31, 2005
in conformity with accounting principles generally accepted in the United States of
America. Also, in our opinion, managements assessment that Tower Bancorp, Inc. and its
wholly-owned subsidiary maintained effective internal control over financial reporting as
of December 31, 2005 is fairly stated, in all material respects, based on criteria established
in Internal Control - Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway commission (COSO). Furthermore, in our opinion, Tower
Bancorp, Inc. and its wholly-owned subsidiary maintained, in all material respects,
effective internal control over financial reporting as of December 31, 2005, based on
criteria established in ternal Control - Integrated Framework issued by the Committee of

Sponsoring Organizations of the Treadway Commission (COSO).

/S/ Smith Elliott Kearns & Company, LLC
Smith Elliott Kearns & Company, LLC

Chambersburg, Pennsylvania
March 2, 2006

WW%}"KW LLC
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MANAGEMENTS’S REPORT ON INTERNAL CONTROL

To our shareholders,
Tower Bancorp, Inc.

Greencastle, Pennsylvania

The management of Tower Bancorp, Inc. and its wholly-owned subsidiary has the
responsibility for establishing and maintaining an adequate internal control structure and
procedures for financial reporting. Management maintains a comprehensive system of
internal control to provide reasonable assurance of the proper authorization of
transactions, the safeguarding of assets and the reliability of the financial records. The
system of internal control provides for appropriate division of responsibility and is
documented by written policies and procedures that are communicated to employees.
Tower Bancorp, Inc. and its wholly-owned subsidiary maintains an internal auditing
program, under the supervision of the Audit Committee of the Board of Directors, which
independently assesses the effectiveness of the system of internal control and recommends

possible improvements.

Under the supervision and with the participation of the Corporation’s
management, including its Chief Executive Officer and Chief Financial Officer, the
Corporation has evaluated the effectiveness of its internal control over financial reporting
as of December 31, 2005, using the Internal Control — Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based
upon this evaluation, the Chief Executive Officer and the Chief Financial Officer have
concluded that the Corporation’ disclosure controls and procedures are adequate and
effective to ensure that material information relating to the Corporation and its
consolidated subsidiary is made known to them by others within those entities. The Chief
Executive Officer and the Chief Financial Officer believe that at December 31, 2005,
Tower Bancorp, Inc. and its wholly-owned subsidiary maintained an effective system of

internal control over financial reporting.

The accounting firm Smith Elliott Kearns & Company, LLC has issued an
attestation report on managements assessment of the Corporation’s internal control over

financial reporting. The accounting firm’s attestation report is included in this financial

report.

1S/ Jeftrey B. Shank /S/ Franklin T. Klink, 11I
Jeftrey B. Shank Franklin T. Klink, III
President and Chief Executive Officer Chief Financial Officer

March 2, 2006
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TOWER BANCORP INC. AND ITS WHOLLY-OWNED SUBSIDIARY

CONSOLIDATED BALANCE SHEETS
December 31, 2005 and 2004

2005 2004
(000 OMITTED)
ASSETS
Cash and due from banks $ 11,744 $ 10,045
Federal funds sold 10,093 0
Interest bearing deposits with banks 3,083 196
Investment Securities — Available for sale 83,157 63,121
Restricted Bank stock; at cost which approximates fair value 2,177 2,608
Loans
Commercial, financial and agricultural 41,619 40,257
Real estate — Mortgages (net of deferred loan origination fees;
$1,034 - 2005; $1,151 — 2004) 173,923 171,415
Real estate — Construction and land development 2,556 6,793
Consumer 11,210 11,004
229,308 229,469
Less: Allowance for loan losses 2,129 1,902
Total loans 227,179 227,567
Premises, equipment, furniture and fixtures 4220 4,030
Real estate owned other than premises 1,635 983
Prepaid federal taxes 99 0
Accrued interest receivable 1,103 904
Cash surrender value of life insurance 7,387 7,070
Other assets 346 366
Total assets $ 352,223 $ 316,890
LIABILITIES
Deposits in domestic offices
Demand, noninterest bearing $ 29,162 $ 23,944
Savings 144 952 122,625
Time 87,064 83,721
Total deposits 261,178 230,290
Liabilities for other borrowed funds 35,516 34,932
Accrued interest payable 364 265
Accrued federal tax 0 37
Deferred income tax charges 4525 4114
Other liabilities 2,251 3,181
Total liabilities 303,834 272,819
STOCKHOLDERS’ EQUITY
Stockholders’ equity
Common Stock: no par value, authorized 5,000,000 shares, issued
1,780,100 shares 2,225 2,225
Additional paid-in capital 6,760 6,782
Retained earnings 31,618 28,177
Accumulated other comprehensive income 9,557 8,801
50,160 45,985
Less: Cost of treasury stock, 52,008 shares — 2003;
58,109 shares — 2004 ( 1,771) ( 1,914)
Total stockholders’ equity 48,389 44,071
Total liabilities and stockholders’ equity $ 352,223 $ 316,890

The Notes to Consolidated Financial Statements are an integral part of these statements.
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CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2005, 2004 and 2003

INTEREST AND DIVIDEND INCOME

TOWER BANCORP INC. AND ITS

WHOLLY-OWNED SUBSIDIARY

2005 2004 2003
(000 OMITTED)

Interest and fees on loans $ 13,943 $ 12,031 $ 12,073
Interest and dividends on investment securities
Taxable 1,266 997 1,091
Federal tax exempt 1,065 1,059 1,117
Interest on federal funds sold 148 0 1
Interest on deposits with banks 72 39 68
Total interest income 16,494 14,126 14,350
INTEREST EXPENSE
Interest on time certificates of deposit of
$ 100,000 or more 437 378 442
Interest on other deposits 2,988 1,929 2,200
Interest on borrowed funds 1,727 1,704 1,625
Total interest expense 5,152 4,011 4,267
Net interest income 11,342 10,115 10,083
Provision for loan losses 270 360 360
Net interest income after provision
for loan losses 11,072 9,755 9,723
OTHER INCOME
Investment services income 254 79 31
Service charges on deposit accounts 1,112 992 864
Other service charges, collection and exchange
charges, commissions and fees 722 559 431
Investment securities gains 2,394 2,648 3,143
Other income 320 313 336
4,802 4,591 4,805
OTHER EXPENSES
Salaries, wages and other employee benefits 4474 4,078 3,901
Occupancy expense 580 456 397
Furniture and equipment expenses 1,306 1,246 1,197
Other operating expenses 2,455 2,154 2,261
8,815 7,934 7,756
Income before income taxes 7,059 6,412 6,772
Applicable income tax expense 2,027 1,689 1821

Net income

Earnings per share:
Basic earnings per share

$ 5,032 $ 4,723 $ 4,951

$ 291 $ 2.73 $ 2.86

Weighted average shares outstanding 1,727,055 1,727,856 1,733,477
Diluted earnings per share $ 286 % 2.69 $ 2.81
Weighted average shares outstanding 1,758,406 1,756,044 1,760,563

The Notes to Consolidated Financial Staternents are an integral part of these statements.

www.fnbge.com
7




TOWER BANCORP INC. AND ITS WHOLLY-OWNED SUBSIDIARY

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY
Years Ended December 31, 2005, 2004 and 2003

Accumulated
Additional Other Total
Common Paid-in Retained Comprehensive Treasury  Stockholders’
Stock Capital Earnings Income (Loss) _ Stock Equity
(000 OMITTED)
Balance at December 31, 2002 $2225 $ 6,713 $22,999 $ 2,195 ($ 1,266) $ 32,866
Comprehensive income:
Net income 0 0 4,951 0 0 4951
Net unrealized gain on
available for sale
securities (net of tax $2,478) 0 0 0 4,811 0 4811
Total comprehensive income 9,762
Cash dividends declared
on common stock ($1.26
per share) 0 0 ( 2,185 0 0 ( 2,185
Purchase of treasury stock
(14,833 shares) 0 0 0 0 ( 513) ¢ 513)
Sale of treasury stock
(16,528 shares) 0 50 0 0 458 508
_Balénée at December 31, 2003 $ 2,225 $ 6,763 $ 25,765 $ 7,006 ($ 1,321) $ 40,438
Comprehensive income:
Net income 0 0 4723 0 0 4723
Net unrealized gain on
available for sale
securities (net of tax $925) 0 0 0 1,795 0 1,795
Total comprehensive income 6,518
Cash dividends declared
on common stock ($1.34
per share) 0 0 ( 231D 0 0 ( 2,311
Purchase of treasury stock
(20,436 shares) 0 0 0 0 ( 835) ( 835)
Sale of treasury stock
(8,079 shares) 0 19 0 0 242 261
Balance at December 31, 2004 $2225 $ 6,782 $ 28,177 $ 8,801 ($ 1,914 $ 44,071
Comprehensive income:
Net income 0 0 5,032 0 0 5,032
Net unrealized gain on
available for sale
securities (net of tax $389) 0 0 0 756 0 756
Total comprehensive income 5,788
Cash dividends declared
on common stock ($.92
per share) 0 0 (1,591 0 0 (1591
Purchase of treasury stock
(5,212 shares) 0 ( 53) 0 0 ( 234)  ( 287)
Sale of treasury stock
(11,313 shares) 0 31 0 0 377 408
Balance at December 31, 2005 $2225 $ 6,760 $ 31,618 $9,557  ($ 1,771) $ 48,389

The Notes to Consolidated Financial Statements are an integral part of these statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2005, 2004 and 2003

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization
Provision for loan loss
(Gain) on sale of investment securities
Provision for deferred taxes
(Increase) decrease in:
Other assets
Interest receivable
Prepaid income taxes
Cash surrender value of life insurance
Increase (decrease) in:
Interest payable
Other liabilities
Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Net (increase) in loans
Purchases of property and equipment
Net decrease in interest bearing deposits with banks
Maturity/sales of available for sale securities
Purchases of available for sale securities
Purchase of Federal Home Loan Bank stock
Net cash (used) by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase in deposits
Borrowings (payments) on short-term borrowings
Borrowings on long-term debt
Purchase of treasury stock
Proceeds from sale of treasury stock
Cash dividends paid
Net cash provided by financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

SUPPLEMENTAL DISCLOSURE OF CASH FLOWS INFORMATION:

CASH PAID DURING THE YEAR FOR:
Interest
Income taxes

SUPPLEMENTAL SCHEDULE OF NONCASH INVESTING AND

FINANCING ACTIVITIES:
Unrealized gain (loss) on securities available for sale (net
of tax effects)

The Notes to Consolidated Financial Statements are an integral part of these statements.
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2005 2004 2003
(000 OMITTED)

$ 5,032 ¢ 4,723 $ 4951
388 392 386
270 360 360
( 2,394) ( 2,648) ( 3,143)
(7D ( 83) ( 8)
20 (226 229
(199 58 51
( 136) 278 ( 58)
¢ 31D (41D ( 333)
99 61 ( 83)
{ 12) ( 196) 425
2,680 2,308 2,757
118 (15,724 ( 26,658)
( 1,230) (773 (794
( 2,887 479 969
10,537 11,617 12,800
(25,980) ( 4512) (13,754
( 623) ( 1,172 ( 909)
(20,065) (10,085) ( 28,346)
30,888 23,325 19,408
( 9,509) (12,441) 3,321
0 0 5,000
( 287 (835 (513
408 261 508
( 2,416) ( 1417 ( 2,149
19,084 8,893 25,575
1,699 1,116 ( 14)
10,045 8,920 8,943
$11,744 $10,045 $ 8,929
$ 5,054 $ 3,949 $ 4,350
2,227 1,737 1,755

$ 736 $ 1,795 $ 4,811




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING
POLICIES

Nature of Operations

Tower Bancorp, Inc. (the “Corporation”) is a bank holding
company whose primary activity consists of owning and
supervising its subsidiary, The First National Bank of Greencastle
(the Bank), which is engaged in providing banking and bank
related services in South Central Pennsylvania, principally
Franklin County, and Washington County, Maryland. Its ten
offices are located in Greencastle, Quincy, Shady Grove, Laurich,
Waynesboro, Chambersburg (2), and Mercersburg, Pennsylvania,
and Hagerstown (2), Maryland.

Principles of Consolidation

The consolidated financial statements include the accounts of the
corporation and its wholly-owned subsidiary, The First National
Bank of Greencastle. All significant intercompany transactions
and accounts have been eliminated.

Use of Estimates

The preparation of financial statements in conformity with
generally accepted accounting principles requires management to
make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Material estimates that are particularly susceptible to significant
change relate to the determination of the allowance for losses on
loans and the valuation of real estate acquired in connection with
foreclosures or in satisfaction of loans. In connection with the
determination of the allowances for losses on loans and
foreclosed real estate, management obtains independent
appraisals for significant properties.

While management uses available information to recognize losses
on loans and foreclosed real estate, future additions to the
allowances may be necessary based on changes in local economic
conditions. In addition, regulatory agencies, as an integral part
of their examination process, periodically review the
Corporation’s allowances for losses on loans and foreclosed real
estate. Such agencies may require the Corporation to recognize
additions to the allowances based on their judgments about
information available to them at the time of their examination.
Because of these factors, management’s estimate of credit losses
inherent in the loan portfolio and the related allowance may
change in the near term.

Investment Securities

The Corporation’s investments in securities are classified in three
categories and accounted for as follows:

» Trading Securities. Securities held principally for resale in
the near term are classified as trading securities and recorded
at their fair values. Unrealized gains and losses on trading
securities are included in other income.

Securities to be Held to Maturity. Bonds and notes for
which the Corporation has the positive intent and ability to
hold to maturity are reported at cost, adjusted for amortization
of premiums and accretion of discounts which are recognized

in interest income using the interest method over the period to
maturity.

¢ Securities Available for Sale. Securities available for sale
consist of securities not classified as trading securities nor as
securities to be held to maturity. These are securities that
management intends to use as a part of its asset and liability
management strategy and may be sold in response to changes
in interest rates, resultant prepayment risk and other related
factors.

Unrealized holding gains and losses, net of tax, on securities
available for sale are reported as a net amount in other
comprehensive income.

Gains and losses on the sale of securities available for sale are
determined using the specific-identification method.

Fair values for investment securities are based on quoted market
prices.

The Corporation had no trading or held to maturity securities in
2005 or 2004.

Restricted Bank Stock

The Corporation is required to maintain minimum investment
balances in The Federal Reserve Bank, Federal Home Loan Bank
and Atlantic Central Banker’s Bank. These investments are
carried at cost because they are not actively traded and have no
readily determinable market value.

Premises, Equipment, Furniture and Fixtures and
Depreciation

Premiises, equipment, and furniture and fixtures are carried at
cost less accumulated depreciation. Depreciation has been
provided generally on the straight-line method and is computed
over the estimated useful lives of the various assets as follows:

Years
PIEIMISES ..o 15-40
Equipment, furniture and fixtures.................. 3-15

Repairs and maintenance are charged to operations as incurred.

Foreclosed Property

Real estate owned other than premises includes foreclosed
properties for which the institution has taken physical possession
in connection with loan foreclosure proceedings.

At the time of foreclosure, the real estate is recorded at the lower
of the Corporation’s cost (loan balance plus accrued interest) or
the asset’s fair value less estimated costs to sell, which becomes
the property’s new basis. Any write-downs based on the asset’s
fair value at date of acquisition are charged to the allowance for
loan losses. Costs incurred in maintaining foreclosed real estate
and subsequent write-downs to reflect declines in the fair value
of the property are included in operations.

Retirement Plan

The Corporation had a money purchase pension plan which
covered all full-time employees who had attained the age of
twenty (20) and had completed a minimum of one year of
continuous service with the Corporation. The Corporation’s
policy was 1o fund pension costs accrued. This plan was
terminated at December 31, 2004,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Loans and Allowance for Loan Losses

Loans are stated at the amount of unpaid principal, reduced by
unearned discount, deferred loan origination fees, and an
allowance for loan losses. Unearned discount on installment
loans is recognized as income over the terms of the loans by the
interest method. Interest on other loans is calculated by using
the simple interest method on daily balances of the principal
amount outstanding.

The allowance for loan losses is established through a provision
for loan losses charged to expense. Loans are charged against the
allowance for loan losses when management believes that the
collectibility of the principal is unlikely. The allowance is an
amount that management believes will be adequate to absorb
possible losses on existing loans that may become uncollectible,
based on evaluations of the collectibility of loans and prior loan
loss experience. The evaluations take into consideration such
factors as changes in the nature and volume of the loan portfolio,
overall portfolio quality, review of specific problem loans, and
current economic conditions that may affect the borrowers’
ability to pay.

Loan origination fees and certain direct loan origination costs are
deferred and the net amount amortized as an adjustment of the
related loan’s yield. The Corporation is amortizing these
amounts over the contractual life of the related loans.

Nonaccrual/Impaired Loans

The accrual of interest income on loans ceases when principal or
interest is past due 90 days or more and collateral is inadequate
to cover principal and interest or immediately if, in the opinion
of management, full collection is unlikely. Interest accrued but
not collected as of the date of placement on nonaccrual status is
reversed and charged against current income unless fully
collateralized. Subsequent payments received are either applied
to the outstanding principal balance or recorded as interest
income, depending on management’s assessment of the ultimate
collectibility of principal.

A loan is considered impaired when, based on current
information and events, it is probable that the Corporation will
be unable to collect the scheduled payments of principal or
interest when due according to the contractual terms of the loan
agreement. Impairment is measured on a loan-by-loan basis by
comparing the contractual principal and interest payments to the
present value of expected future cash flows discounted at the
loan’ effective interest rate, the loan’s obtainable market price, or
the fair value of the collateral if the loan is collateral dependent.
Consumer loans, comprised of smaller balance homogeneous
loans, are collectively evaluated for impairment. Interest income
generally is not recognized on specific impaired loans unless the
likelihood of further loss is remote. Interest income on such
loans is recognized only to the extent of interest payments
received. ’

Earnings per Share of Common Stock

Earnings per share of common stock were computed based on
weighted average shares outstanding. For diluted earnings per
share, net income is divided by the weighted average number of
shares outstanding plus the incremental number of shares added
as a result of converting common stock equivalents. The

corporation’s common stock equivalents consist of outstanding
stock options. See Note 11 for further details.

A reconciliation of the weighted average shares outstanding used
to calculate basic net income per share and diluted net income
per share follows. There is no adjustment to net income to
arrive at diluted net income per share.

2005 2004 2003
Weighted average shares
outstanding (basic) .........c....... 1,727,055 1727856 1,733477
Impact of common stock
eqUIVAlEDES. ..o 31,354 28,188 27,086
Weighted average shares
outstanding (diluted) ............... 1,758,409 1,756,044 1,760,563

Federal Income Taxes

For financial reporting purposes, the provision for loan losses
charged to operating expense is based on management’s
judgment, whereas for federal income tax purposes, the amount
allowable under present tax law is deducted. Additionally,
deferred compensation is charged to operating expense in the
period the liability is incurred for financial reporting purposes,
whereas, for federal income tax purposes, these expenses are
deducted when paid. There are also differences between the
amount of depreciation expensed for tax and financial reporting
purposes, and an income tax effect caused by the adjustment to
fair value for available for sale securities. As a result of these
timing differences, deferred income taxes are provided in the
financial statements. See Note 14 for further details.

Cash Flows

For purposes of the Statements of Cash Flows, the company has
defined cash and cash equivalents as highly liquid debt
instruments with maturities of three months or less. They are
included in the balance sheet caption “cash and due from banks”.
As permitted by generally accepted accounting principles, the
company has elected to present the net increase or decrease in
deposits in banks, loans and deposits in the Statements of Cash
Flows.

Fair Values of Financial Instruments

Generally Accepted Accounting Principles (GAAP) require
disclosure of fair value information about financial instruments,
whether or not recognized in the balance sheet. In cases where
quoted market prices are not available, fair values are based on
estimates using present value or other valuation techniques.
Those techniques are significantly affected by the assumptions
used, including the discount rate and estimates of future cash
flows. In that regard, the derived fair value estimates cannot be
substantiated by comparison to independent markets and, in
many cases, could not be realized in immediate settlement of the
instruments. GAAP exclude certain financial instruments and all
nonfinancial instruments from its disclosure requirements.
Accordingly, the aggregate fair value amounts presented do not
represent the underlying value of the corporation. See Note 19
for further details.

The following methods and assumptions were used by the
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corporation in estimating fair values of financial instruments as

disclosed herein:

* Cash and Cash Equivalents. The carrying amounts of cash and
short-term instruments approximate their fair value.

* Interest Bearing Balances with Banks. Interest bearing
balances with banks having a maturity greater than one year
have estimated fair values using discounted cash flows based
on current market interest rates.

* Securities to be Held to Maturity and Securities Available for
Sale. Fair values for investment securities are based on quoted
market prices.

* Loans Receivable. For variable rate loans that reprice

frequently and have no significant change in credit risk, fair

values are based on carrying values. Fair values for fixed rate
loans are estimated using discounted cash flow analyses, using
interest rates currently being offered for loans with similar
terms to borrowers of similar credit quality. Fair values for
impaired loans are estimated using discounted cash flow
analyses or underlying collateral values, where applicable.

Cash Surrender Value of Life Insurgnce. The carrying amounts

of cash surrender value of life insurance approximate their fair

value.

Deposit Liabilities. The fair values disclosed for demand

deposits are, by definition, equal to the amount payable on

demand at the reporting date (that is, their carrying amounts).

The carrying amounts of variable rate, fixed-term money

market accounts and certificates of deposit approximate their

fair values at the reporting date. Fair values for fixed rate

certificates of deposits and IRAs are estimated using a

discounted cash flow calculation that applies interest rates

currently being offered to a schedule of aggregated expected
maturities on time deposits.

Federal Funds Purchased and Other Borrowed Funds. The

carrying amounts of federal funds purchased, borrowings

under repurchase agreements, and other short-term
borrowings maturing within 90 days approximate their fair
values. Fair values of other borrowings are estimated using
discounted cash flow analyses based on the Corporation’s
current incremental borrowing rates for similar types of
borrowing arrangements.

* Accrued Interest. The carrying amounts of accrued interest
approximate their fair values.

* Off-Balance-Sheet Instruments. The Corporation generally
does not charge commitment fees. Fees for standby letters of
credit and their off-balance-sheet instruments are not
significant.

Advertising

The Corporation expenses advertising costs as they are incurred.
Advertising expense for the years ended December 31, 2005,
2004, and 2003, was $ 241,697, $ 240,029, and $ 199,968,
respectively.

Comprehensive Income

The Corporation follows generally accepted accounting
principles when reporting comprehensive income.
Comprehensive income is defined as the change in equity from
transactions and other events from nonowner sources. It
includes all changes in equity except those resulting from
investments by stockholders and distributions to stockholders.
Comprehensive income includes net income and certain
elements of “other comprehensive income” such as foreign
currency transactions; accounting for futures contracts;
employers accounting for pensions; and accounting for certain
investments in debt and equity securities,

The Corporation has elected to report its comprehensive income
in the statement of stockholders’ equity. The only element of
“other comprehensive income” that the Corporation has is the
unrealized gains or losses on available for sale securities.

During 2003, the Corporation revised estimated calculations for
unrealized holding gains (losses) on certain equity securities in
its available-for-sale portfolio due to the continuing development
of reliable sources for market values of securities traded in the
over-the-counter market. Consequently, investments that were
not marked to market in the past are recorded at market value in
2003.

The components of the change in net unrealized gains (losses) on
securities are as follows:

2005 2004 2003
(000 omitted)
Gross unrealized holding gains
(losses) arising during the year...... $ 3539 %5368 $ 10432

Reclassification adjustment for

(gains) realized in net Income........ {2394) ( 2648) ( 3,143)
Net unrealized holding gains

(losses) before taxes .................... 1,145 2,720 7,289
Tax effect.................. (389 (0 925 ( 2478)
Net change ..o, § 736  $ 1795 §$ 4811

Stock Option Plans

The Corporation applies APB Opinion 25 and related
Interpretations in accounting for its stock option plans.
Accordingly, only compensation cost for the intrinsic value of
options has been recognized. Had compensation cost for the
Corporation’s stock option plans been determined based on the
fair value at the grant dates for awards under the plans consistent
with the method prescribed by FASB Statement No. 123, the
Corporation’s net income and earnings per share would have
been adjusted to the pro forma amounts indicated below:

2005 2004 2003

Net income (000 omitted) As reported $35,032 $4723 §$4,951
Proforma 5,010 4701 4,942

Earnings per share As reported 291 2.73 2.86
Pro forma 2.90 272 285

Earnings per share As reported 286 2.69 281
assuming dilution Pro forma 285 2.68 2.80

See Note 11 for further details concerning the Corporation’s Stock
Options Plans.
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Reclassifications
Certain reclassifications have been made to the 2004 and 2003
financial statements to conform to reporting for 2005.

Note 2. Investment Securities

The investment securities portfolio is comprised of securities
classified as available for sale at December 31, 2005 and 2004,
resulting in investment securities available for sale being carried
at fair value.

The amortized cost and fair value of investment securities
available for sale at December 31 were:

Gross Un- Gross Un-
Amortized realized realized Fair

Cost Gains  Losses Value
(000 omitted)
2005
Obligations of other U.S.
government agencies .......... $16,967 $ 0 % 87 $16880
Mortgage-backed securities.... 1,919 4 39 1,884
Corporate bonds.....c............. 2,944 23 55 2912
Equities ... . 22977 14124 367 36,734
Obligations of state and
political subdivisions ........... 23,870 955 8 24,747

$ 68,677 $15106 $626 $83157

2004

Obligations of other U.S.

gOVernment agencies ........... $ 2000 $ 0 $ 4 % 199
Mortgage-backed securities.... 2,711 22 11 2,722
Corporate bonds.................... 3,950 79 26 4,003
Equities ..o 21,021 12,331 120 32232
Obligations of state and

political subdivisions ........... 20,104 1,066 2 21,168

$40,786 $13498 $163 $63,121

The fair values of investment securities available for sale at
December 31, 2005, by contractual maturity, are shown below.
Contractual maturities will differ from expected maturities
because borrowers may have the right to call or prepay
obligations with or without call or prepayment penalties.

Securities Available for Sale
Amortized Fair
Cost Value
(000 omitted)

Due in one year or 1ess........c........ $ 16,363 $16,290
Due after one year through five years 8,638 8,551
Due after five years through ten years 4,556 4,797
Due after ten years ..o 14224 14,901
43,781 44,539

Mortgage-backed securities ............ 1,919 1,884
Equity securities..........c..cccocviovnnn. 22,977 36,734
$ 68,677 $ 83,157

Proceeds from sales and maturities of investment securities
available for sale during 2005, 2004, and 2003, were

$ 10,537,000, % 11,617,000, and $ 12,800,000, respectively
Gross realized gains and losses on those sales and maturities
were $ 2,426,000 and $ 32,000 for 2005, $ 2,648,000 and

$ Ofor 2004, and $ 3,143,000 and $ 0 for 2003, respectively.

Securities carried at $ 15,556,252 and $ 16,880,300 at
December 31, 2005 and 2004, respectively, were pledged to
secure public funds and for other purposes as required or
permitted by law.

Restricted bank stock includes:

2005 2004
(000 omitted)
Federal Reserve Bank stock ..................... $ 81 $ 81
Federal Home Loan Bank stock. 2,046 2477
Atlantic Central Bankers Bank................ 50 50
$2177 $ 2,608

The following table shows the Corporation’s gross unrealized
losses and fair value, aggregated by investment category and
length of time that individual securities have been in a
continuous unrealized loss position, at December 31, 2005 and
2004:

2005
(000 omitted)
Less than 12 Months 12 Months or Greater Total
Market  Unrealized Market Unrealized Market Unrealized
Valne Loss Valne Loss  Valuie  Loss

Description

Obligations of other
U.S. government

agencies $14929 $ 38 %1951 $§ 49 516880 §$ 87
Mortgage-backed

securities 0 0 1,368 39 1,368 39
Corporate bonds 971 35 1,427 20 2,398 55
Equities 3,723 245 307 122 4,030 367
Obligations of state

and political

subdivisions 5,045 77 179 1 5,224 78

Total $24668 § 395 $5232 $ 231 $29,900 § 626
2004
{000 omitted)
Less than 12 Months 12 Months or Greater Total

Description Market ~ Unrealized Market Unrealized Market Unrealized

Value Loss Value Loss  Value  Loss
Obligations of other
U.S. government

agencies $1996 $ 4 $§ 0 $ 0 $1996 § 4
Mortgage-backed

securities 1,885 11 0 0 1,885 11
Corporate bonds 468 6 950 200 1418 26
Equities 1,399 61 154 59 1553 120
Obligations of state

and political

subdivisions 0 0 178 2 178 2

Total $5,748 $ 82 $1282 81 $7030 $163

Management evaluates securities for other-than-temporary
impairment at least on a quarterly basis, but management’s intent
is to hold all investments until maturity unless market, economic
or specific investment concerns warrant a sale of securities.
Consideration is given to (1) the length of time and the extent to
which the fair value has been less than cost, (2) the financial
condition and near-term prospects of the issuer, and (3) the
intent and ability of the Corporation to retain its investment in
the issuer for a period of time sufficient to allow for any
anticipated recovery in fair value.
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At December 31, 2005, six U. S. Government agencies, two
mortgage-backed securities, four corporate bonds, twenty-four
equities, and thirteen obligations of state and political
subdivisions had unrealized losses. As management has the
ability to hold these securities until maturity, or for the
foreseeable future, no declines are deemed to be other than
temporary.

NOTE 3. ALLOWANCE FOR LOAN LOSSES
Activity in the allowance for loan losses is summarized as
follows:

2005 2004 2003
(000 omitted)

Balance at beginning of period..... $ 1,902 $1864 %1632
Recoveries..........cccoiveirivcnniin, 54 60 63
Provision for possible loan

losses charged to income............ 270 360 360
Total oo 2,226 2,284 2,055
LOSSES ..ot 97 382 191
Balance at end of period ............. $2,129 $1902 § 1864

NOTE 4. PREMISES, EQUIPMENT, FURNITURE AND
FIXTURES

Accumulated Depre-
Depre-  ciated
Cost ciation Cost

(000 omitted)
-------- 2005 --------
Premises (including land $2,003).... $ 5,897 $ 2411 $ 3486
Equipment, furniture and fixtures ... 3,718 2,984 734
Totals, December 31, 2005 .......... $ 9615 $5395 $ 4220
-------- 2004 --------
Premises (including land $1,352) ...  § 5684 $ 2257 § 3,427
Equipment, furniture and fixtures ... 3,375 2,772 603
Totals, December 31, 2004 .......... $ 9059 $ 5029 ¢ 4,030

Depreciation expense amounted to $ 387,625 in 2005,
$ 392,404 in 2004, and $ 385,580 in 2003.

NOTE 5. REAL ESTATE OWNED OTHER THAN
PREMISES

Included in real estate owned other than premises are certain
properties which are located adjacent to the main office, as well

as in Chambersburg, Mercersburg, Rouzerville, and Waynesboro.

The Corporation intends to hold these properties for future
expansion purposes in order to protect its competitive position,
and are renting certain of these properties until such time as the
Bank decides they are needed. The depreciated cost of these
properties was $ 1,634,531 and $ 982,636 at December 31,
2005 and 2004, respectively.

NOTE 6. LOANS

Related Party Loans

The Corporation’s subsidiary has granted loans to the officers and
directors of the Corporation and its subsidiary and to their
associates. Related party loans are made on substantially the
same terms, including interest rates and collateral, as those
prevailing at the time for comparable transactions with unrelated
persons and do not involve more than normal risk of
collectibility. The aggregate dollar amount of these loans and the
related activity for 2005 and 2004 was as follows:

2005 2004
Beginning balance ..., $2,112.724 $3,289,663
New 10a10S ....oooiovoiieeeeeceeeeern 755,013 592 315
Repayments ..., ( B10,359) ( 1,769,254)
Ending balance ..., $2,057,378 $2,112,724

Outstanding loans to bank employees totaled $ 2,014,714 and
$ 2,458,889 at December 31, 2005 and 2004, respectively.

Loan Maturities

The following table shows the maturities and sensitivities of
loans to changes in interest rates based upon contractual
maturities and terms as of December 31, 2005.

Due  Non-
over 5 accruing

years loans
(000 omitted)

Due Dueoverl
within but within
one year 5 years Total
Loans at predetermined
interest rates
Loans at floating or

$14,519 $25018 $ 27,056 $3 $ 66,596

adjustable
interest rates ........... 20817 25452 116402 41 162,712
Total (1) .ooovnre, $35336 $50470 $143,458 $44 $229,308

(1) These amounts have not been reduced by the allowance for possible loan
losses.

Loans Serviced for Others

During 2005, the Corporation began participation in the Federal
Home Loan Bank of Pittsburgh’s (FHLB) Mortgage Partnership
Finance Program. Under this program, certain loans are sold to
FHLB, but the Corporation retains the servicing rights to these
loans. The outstanding balance of loans sold to FHLB was

$ 9,598,871 at December 31, 2005.

NOTE 7. FINANCIAL INSTRUMENTS WITH OFF-
BALANCE-SHEET RISK

The Corporation is a party to financial instruments with off-
balance-sheet risk in the normal course of business to meet the
financial needs of its customers and to reduce its own exposure
to fluctuations in interest rates. These {inancial instruments
include commitments to extend credit and standby letters of
credit. Those instruments involve, to varying degrees, elements
of credit and interest rate risk in excess of the amount recognized
in the balance sheets. The contract amounts of those
instruments reflect the extent of involvement the Corporation has
in particular classes of financial instruments.

The Corporation’s exposure to credit loss in the event of
nonperformance by the other party to the financial instrument
for commitments to extend credit and standby letters of credit
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and financial guarantees written is represented by the contractual
amount of those instruments. The Corporation uses the same
credit policies in making commitments and conditional
obligations as it does for on balance sheet instruments.

Contract or Notional Amount
2005 2004
(000 omitted)
Financial instruments whose contract amounts
represent credit risk at December 31:

Commitments to extend credit.......... $ 34,768 $ 33,517

Standby letters of credit and
financial guarantees written.............. 1,383 587
$ 36,151 $ 34,104

Commitments to extend credit are agreements to lend to a
customer as long as there is no violation of any condition
established in the contract. Commitments generally have fixed
expiration dates or other termination clauses and may require
payment of a fee. Since many of the commitments are expected
to expire without being drawn upon, the total commitment
amounts do not necessarily represent future cash requirements.
The Corporation evaluates each customer’s creditworthiness on a
case-by-case basis. The amount of collateral obtained, if deemed
necessary by the Corporation upon extension of credit, is based
on managements credit evaluation of the customer. Collateral
held varies, but may include accounts receivable, inventory, real
estate, equipment, and income-producing commercial properties.

Standby letters of credit and financial guarantees written are
conditional commitments issued by the Corporation to guarantee
the performarnce of a customer to a third party Those guarantees
are primarily issued to support public and private borrowing
arrangements. The credit risk involved in issuing letters of credit
is essentially the same as that involved in extending loans to
customers. The Corporation holds collateral supporting those
commitments when deemed necessary by management.

NOTE 8. NONACCRUAL/IMPAIRED LOANS

Loans 90 days or more past due (still accruing interest) were as
follows at December 31:

(000 omitted)
2005 2004 2003
Commercial loans .......................... $ 0 $ 0 $ 112
Real estate MOTTgages ..................... 36 0 97
Consumer [0ans............cccccovvennan, 23 13 76
Total.o.oooo e $ 59 $ 13 $ 285

The following table shows the principal balances of nonaccrual
loans as of December 31:

(000 omitted)
2005 2004 2003

Nonaccrual loans ... $ 44 $ 9 $ 540
Interest income that would have

been accrued at original

CONITACL TALES ... 3 0 $ 12
Amount recognized as

INLETESt INCOME ..o 2 0 4
Foregone revenue ..o $ 1 $ 0 $

The Corporation had no impairment of loans at December 31,
2005, 2004, and 2003.

NOTE 9. RETIREMENT PLAN

The Corporation maintained a money purchase retirement plan
for those employees who met the eligibility requirements set
forth in the plan. Substantially all of the Corporation’s
employees were covered by the plan. The Corporation’s funding
policy was to contribute annually an amount, as determined
under plan provisions, necessary to meet the minimum funding
standards established by the plan. Contributions charged to
operations were $ 102,000 for 2004 and $ 82,000 for 2003.
This plan was terminated at December 31, 2004.

NOTE 10. EMPLOYEE BENEFIT PLANS

The Corporation maintains a profit-sharing plan for those
employees who meet the eligibility requirements set forth in the
plan. Contributions to the plan are based on Corporation
performance and are at the discretion of the Corporation’s Board
of Directors. Substantially all of the Corporation’s employees are
covered by the plan and the contributions charged to operations
were $ 229,900; $ 120,000; and $ 120,000 for 2005, 2004,
and 2003, respectively.

The Corporation maintains a deferred compensation plan for
certain key executives and directors, which provides
supplemental retirement and life insurance benefits. The plan is
partially funded by life insurance on the participants, which lists
the bank as beneficiary. The estimated present value of future
benefits to be paid, which are included in other liabilities,
amounted to $ 744,098 and $§ 766,685 at December 31, 2005
and 2004, respectively Annual expense of $§ 79,121; $ 80,405;
and $ 84,146 was charged to operations for 2005, 2004, and
2003, respectively.

During 1999 a director who was a participant of the plan
deceased. The present value of this participant’s benefits, which
will be paid out over ten years, was $ 90,923; % 116,611; and
$ 140,287, as of December 31, 2005, 2004, and 2003,
respectively.

The Corporation has a supplemental group term retirement plan
which covers certain officers of the Corporation. This plan is
funded with single premium life insurance on the plan
participants, The cash surrender value of the policies is an
unrestricted asset of the Corporation. The estimated present
value of the future benefits to be paid totaled $ 110,738 and

$ 82,940 at December 31, 2005 and 2004, respectively. Total
annual expense for this plan was $ 60,529; $ 60,996; and

$ 59,841, for 2005, 2004, and 2003, respectively.

The Corporation maintains an employee stock ownership plan
(ESOP) that generally covers all employees who have completed
one year of service and attained the age of twenty. Contributions
to the plan are determined annually by the Board of Directors as
a percentage of the participants’ total compensation.
Compensation for the plan is defined as compensation paid
including salary reduction and Sections 125 and 401(k) but
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excluding nontaxable fringe benefits and any compensation over
$ 200,000. The payments of benefits to participants are made at
death, disability, termination or retirement. Contributions to the
plan for all employees charged to operations amounted to

$ 137,224, % 120,000; and $ 120,000, for 2005, 2004, and
2003, respectively. All shares held in the plan are considered
issued and outstanding for earnings per share calculations and all
dividends earned on ESOP shares are charged against retained
earnings, the same as other outstanding shares. Total shares of
the plan were 91,988 and 86,215 at December 31, 2005 and
2004, respectively.

NOTE 11. STOCK OPTION PLANS

In 1996 the Corporation implemented two nonqualified stock
option plans, which are described below. The compensation cost
that has been charged against income for those plans was

$ 71,004 $ 67,965, and $ 104,819 for 2005, 2004, and 2003,
respectively.

The first plan is for select key employees. This plan granted
options for up to 1,498 shares at a purchase price of $ 1.00 per
share. These options vest upon issuance and can be exercised
only by the key employees during his/her lifetime.

The second plan is for outside directors. This plan granted
options of 4,086; 4,644; and 4,060, shares for each director at

$ 43.75,% 38.75,and $ 30.00 per share for the years ended
December 31, 2003, 2004, and 2003, respectively, which was
based on the market value of the stock at the grant date.

Options are vested one year following the grant date and expire
upon the earlier of 120 months following the date of the grant or
one year following the date on which a director ceases to serve in
such a capacity for the Corporation. At December 31, 2005 the
range of exercise prices was from $ 11.91 to $ 43.75 per share.
At December 31, 2005, there were 102,224 shares that can still
be granted under these plans.

A summary of the status of the Corporation’s two fixed stock
option plans as of December 31 is as follows:

--2005 - - --2004- - --2003--
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Price Per Price Per Price Per
Fixed Options Shares  Share  Shares  Share Shares Share
Outstanding at
beginning of year 27,960 25 23316 $22 23691 $21
Granted 5,584 32 6347 29 5683 22
Exercised 3,538 7 1,703 1 6058 21
Forfeited/expired 0 0 0 0 0 0
Outstanding at
end of year 30,006 29 27960 $25 233l6 $22
Options exercisable
at year end 25,920 23316 20,068
Weighted average
fair value of options
per share granted
during the year $831 $7.11 $4.40

Qutstanding options at December 31, 2005 consist of the
following;:

Shares Shares Remaining  Exercise
Outstanding  Exercisable Contractual Life  Price
680 680 1 year $11.91
2,856 2,856 2 years 16.19
2,856 2,856 3 years 2225
2,720 2,720 4 years 3213
2,600 2,600 5 years 2437
3,436 3,436 6 years 20.13
2,880 2,880 7 years 24.25
3,248 3,248 8 years 30.00
4,644 4,644 9 years 38.75
4,086 0 10 years 4375
Total/Average 30,006 25,920 6 years $28.79

The fair value of each option granted is estimated on the date of
grant using the Black-Scholes option-pricing model with the
following weighted-average assumptions.

2005 2004 2003
Dividend yield 2.0% 3.0% 2.8%
Expected life 8 8 8
Expected volatility 1264%  15.02%  14.26%
Risk-free interest rate 4.05 4.55 3.50

NOTE 12. DEPOSITS

Included in savings deposits at December 31 are NOW and
Money Market Account balances totaling $ 112,937,000 and
$ 93,168,000 for 2005 and 2004, respectively.

Time deposits of $ 100,000 and over aggregated $ 15,090,000
and $ 17,500,000 at December 31, 2005 and 2004, respectively.
At December 31, 2005 and 2004 the scheduled maturities of
time deposits of $ 100,000 and over are as follows:

2005 2004
(000 omitted)
Maturity
Three months or less.................ooo.. $ 3876 § 2977
Over three months through twelve months 6,785 7,022
Over twelve months............................. 4,429 7,501
$15,090 $ 17,500

At December 31, 2005 scheduled maturities of all time deposits are as
follows:

(000 omitted)

$ 56,401
13,325
11,003

3,675
2,660

$ 87,064

The aggregate amount of demand deposits reclassified as loan
balances were $ 86,688 and $ 70,541 at December 31, 2005
and 2004, respectively.

The Corporation accepts deposits of the officers, directors, and
employees on the same terms, including interest rates, as those
prevailing at the time for comparable transactions with unrelated
persons. The aggregate dollar amount of deposits of officers,
directors and employees totaled $ 2,902,971 and $ 2,594,629
at December 31, 2005 and 2004, respectively.
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NOTE 13. LIABILITIES FOR OTHER BORROWED FUNDS
The total amount available under lines of credit at other area
banks at December 31, 2005 and 2004 was $ 11,600,000 and

$ 11,600,000, respectively. Of this amount, $ 5,180,000 and

$ 4,350,000 were outstanding at December 31, 2005 and 2004,
respectively. Interest on these lines ranged from 3.00% to 7.75%
for 2005 and 2004.

In addition, $ 335,708 and $ 356,709 of the balance of
liabilities for other borrowed funds at December 31, 2005 and
2004, respectively, represents the balance of the Treasury Tax and
Loan Investment Program. The Corporation elected to enter into
this program in accordance with federal regulations. This
program permits the Corporation to borrow these Treasury Tax
and Loan funds by executing an open-ended interest bearing
note to the Federal Reserve Bank. Interest is payable monthly
and is computed at 1/4% below the Federal Funds interest rate.
The note is secured by U.S. Government obligations with a par
value of $ 502,048 and $ 516,378 at December 31, 2005 and
2004, respectively.

The Corporation also had the following borrowings from the
Federal Home Loan Bank:

2005 2004
Interest Interest

Loan Type Rate Balance Rate Balance  Maturity
Convertible 525 $5000,000 525 % 5000000 04/06/11
Convertible 5.01 5,000,000 5.01 5,000,000 11/24/08
Convertible 463 5,000,000 4.63 5,000,000 11/20/08
Convertible 5395 5,000,000 5395 5,000,000 09/15/08
Line of credit (1) 4.22 0 221 225,000 02/27/06
Convertible 3.99 5,000,000 3.99 5,000,000 11/27/12
Convertible 4.13 5,000,000 4.13 5,000,000 05/07/18

$ 30,000,000 $ 30,225,000

(1) Total remaining amount available under this line is $ 25,000,000 at
December 31, 2005.
Total maximum borrowing capacity from Federal Home Loan
Bank at December 31, 2005 was $ 168,119,000. Collateral for
borrowings consists of certain securities and the Corporation’s 1-
4 family mortgage loans totaling approximately $ 169 million at
December 31, 2005.

NOTE 14. INCOME TAXES
The components of income tax expense are summarized as
follows:

2005 2004 2003
(000 omitted)
Current year provision:
Federal $1893  §1512 $1,535
State 205 260 294
Deferred income taxes (benefit) ( 71) | 83) ( 8)
$2,027  $1,689 $ 1,821

Federal income taxes were computed after reducing pretax
accounting income for non-taxable income in the amount of
$ 1,555,212; % 1,703,078; and $ 1,810,195 for 2005, 2004,
and 2003, respectively.

A reconciliation of the effective applicable income tax rate to the
federal statutory rate is as follows:

2005 2004 2003
Federal income tax rate ................... 34.0% 34.0% 34.0%
Increase resulting fromu:
State taxes, net of federal tax benefir 28 39 42
Reduction resulting from:
Nontaxable interest income ............. 8.1 11.6 11.3
Effective income tax rate................. 28.7% 263% 26.9%

Deferred tax assets have been provided for deductible temporary
differences related to the allowance for loan loss, deferred
compensation, and interest on nonaccrual loans. Deferred tax
liabilities have been provided for taxable temporary differences
related to depreciation and unrealized gains on securities
available for sale. The net deferred taxes included in the
accompanying balarnce sheets at December 31 are as follows:

2005 2004 2003
Deferred Tax Assets
Bad debts ......cooovioi i $ 573 % 496 § 483
Deferred compensation ....... 253 261 266
Non-accrual loan income 0 0 4
$ 826 $ 757 % 753
Deferred Tax Liabilities
Depreciation ..........ccccoooeoroniconnnn 3 o61) & 63 B 50

Unrealized gain on investment securities ( 3290) ( 4,808) ( 3,977)
( 5351) ( 4871) ( 4,027
Net deferred tax (Hability).................. ($4525) (54,114 ($3274)

The company has not recorded a valuation allowance for the
deferred tax assets as management feels that it is more likely than
not that they will be ultimately realized.

NOTE 15. TOWER BANCORP INC. (PARENT COMPANY
ONLY) FINANCIAL INFORMATION

The following are the condensed balance sheets, statements of
income, and statements of cash flows for the parent company:

Balance Sheets
December 31
2005 2004
Assets (000 omitted)
Cash oo $ 21 $ 13
Securities available for sale ............ 36,734 32,983
Investment in The First
National Bank of Greencastle....... 25,020 24,564
Other assets ....coo...ccoov oo 147 0
Total assets.......coooviiieviveeieenn $61,922 $57,560
Liabilities
Other liabilities. .......c.cc.ccoooievioninn. $6,153 $6,739
Notes payable - subsidiary ............ 2,200 2,400
Notes payable — other.................. 5,180 4,350
Total liabilities............c..c...o.oo. 13,533 13,480
Stockholders’ Equity
Common stock, no par value;
authorized '5,000,000 shares,
issued 1,780,100 shares 2,225 2225
Additional paid-in capital 6,760 6,782
Retained earnings ..o 31,618 28,177
Accumulated other
comprehensive income ................ 9,557 8,801
50,160 45 985
Less: Cost of Treasury stock,
52,008 shares - 2005;
58,109 shares = 2004 ................. ( 1,771 ( 1914
Total stockholders’ equity .............. 48,389 44071
Total liabilities and stockholders’ equity $61,922 $ 57,560
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Statements of Income
Years Ended December 31
2005 2004 2003
(000 omitted)
Income
Dividends ..o, $ 5418 520 $ 409
Net gain on sale of securities ......... 2426 2,648 3,130
Cash dividends from
wholly-owned subsidiary ............. 2976 2711 2,149
5943 5879 5,688
Expenses
IOEETESE .. e 408 272 197
Taxes.,.....ccooviiiiiinn, 689 806 1,057
Postage and printing. 37 38 39
Management fees ...... 108 108 102
Professional fees..........ccccocoveenii 368 249 286
Other eXpenses ... 21 2 36
1,631 1,565 1,717
Income before equity in
undistributed income ................ 4312 4314 3971
Equity in undistributed income
of subsidiary .........ccccooniveniicen 720 409 980
NetIncome ....................... $5032 $4723 $ 4951
Statements of Cash Flows
Years Ended December 31
2005 2004 2003
(000 omitted)
Cash flows from operating activities:
Net IICOME ..o $5,032 $4723  $4951
Adjustments to reconcile net income to cash
provided by operating activities:
Net gain on sale of investment
SECUTIEES ..o (2,426) (2,648) (3,130
Equity in undistributed income
of subsidiary......c..ccccooriovrnirnne. (7200 ( 409 ( 980
Increase in other assets............... ( 147) 0 0
Increase in accrued expenses....... ( 286) ( 587) 808
Net cash provided by operating
ACHVIES. oo oo 1453 1079 1,649
Cash flows from investing activities:
Purchase of investment
SECUTILES .o (5,875) (4512} (6,644
Sales of investment securities.......... 6,095 4819 6,011
Net cash provided (used) by investing
ACTVILIES ... oveo v, 220 307 (0 633)
Cash flows from financing activities:
Purchase of treasury stack........... (287) ( 835 ( 513)
Proceeds from sale of treasury stock 408 261 508
Dividends paid...........cc.cocooernii (2,416) (1417) (2,149
Net proceeds (payments)
on/from short-term borrowings . 630 615 1,135
Net cash (used) by financing
ACHVILES ..ot (1,665 (1376) (1019
Net increase (decrease) in cash...... 8 1 « 3
Cash, beginning ... 13 3 6
Cash, ending.............coccooovvir.. $ 21 ¢ 13 % 3

NOTE 16. COMPENSATING BALANCE ARRANGEMENTS
Included in cash and due from banks are required deposit
balances at the Federal Reserve of $ 615,000 at December 31,
2005 and 2004 and required deposit balances at Equifax of

$ 45,029 and $ 41,822 at December 31, 2005 and 2004,

respectively. These are maintained to cover processing costs and
service charges.

NOTE 17. CONCENTRATION OF CREDIT RISK

The Corporation grants agribusiness, commercial and residential
loans to customers throughout the Cumberland Valley area. The
Corporation maintains a diversified loan portfolio and evaluates
each customer’s credit-worthiness on a case-by-case basis. At
December 31, 2005 and 2004, respectively, 63% and 63% of the
Corporation’s loan portfolio is concentrated in mortgages secured
by 1-4 family properties, and 17% and 14% is concentrated in
commercial and industrial loans. The amount of collateral
obtained, if deemed necessary by the Corporation upon the
extension of credit, is based on managements credit evaluation of
the customer. Collateral held varies, but generally includes
equipment and real estate.

The Corporation maintains deposit balarnces at several
correspondent banks, which provide check collection and item
processing services to the bank. The balances with these
correspondent banks, at times, exceed federally insured limits,
which management considers to be a normal business risk.

NOTE 18. COMMITMENTS AND CONTINGENCIES

The Corporation leases its facilities in Mercersburg under a
noncancellable operating lease that expires in 2006. Total annual
rent expense charged to operations was $ 22,200 for 2005,
2004, and 2003.

The Corporation leases its facilities in Chambersburg under a
noncancellable lease that expires in September 2007, with a year-
to~year option thereafter. Total rent expense charged to
operations was $ 9,600 for 2005, 2004, and 2003, respectively.

During 2005, the Corporation entered into a lease for its facilities
in Hagerstown on Eastern Boulevard under a noncancellable
operating lease that expires in 2020. Beginning June 1, 2006,
the lease will be subjected to a CPI increase not to exceed 5%
per year. Total annual rent expense charged to operations was

$ 56,000 for 2005.

The Corporation also leases a site for an Automatic Teller
Machine under a noncancellable operating lease that expires in
2008 with the right to negotiate an extended lease of two
additional five year terms. Total rent expense charged to
operations was $ 10,800; $ 10,800; and $ 10,200 for 2005,
2004, and 2003, respectively. The lease rental for the second five
years of the initial term is subject to negotiation.

Following is a schedule, by years, of future minimum rentals
under the lease agreements as of December 31, 2005 based on
current lease terms:

Year Ending

2006 ... 138,400

2007 ... 113,200

2008 ... 99,600

2009 ... 96,000

2010 ... 96,000
Thereafter..............cocovveiioeiiie e, 904,000

§ 1,447,200
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Tower Bancorp, Inc. announced September 22, 2005 that it has
executed an agreement to merge with FNB Financial Corporation
(FNB), headquartered in McConnellsburg, Pennsylvania, Fulton
County. The merger is subject to regulatory approval as well as
approval of the shareholders of both entities. The merger is
expected to close early in the second quarter of 2006. Pursuant
to the terms of the agreement, FNB shareholders will be entitled
to receive 0.8663 shares of Tower common stock or $ 39.00 for
each share of FNB common stock. Each shareholder of FNB will
have the right to receive shares of Tower common stock for a
portion of their shares and cash for the remaining portion of
their shares. Shareholder election will be subject to allocation
procedures, which are intended to ensure that a minimum of
85% of the FNB common stock will be converted into shares of
Tower common stock and up to 15% of the ENB common stock
will be paid in cash. The total value of the merger is estimated at
$ 31.2 million.

NOTE 19. FAIR VALUE OF FINANCIAL INSTRUMENTS
The estimated fair values of the Corporation’s financial
instruments were as follows at December 31:

---2005--- ---2004 - - -
Carrying Fair Carrying Fair
Amount Value Amount Value
FINANCIAL ASSETS
Cash and due from banks....... $11,744 $11,744 $10,045 $10,045
Federal funds sold.................. 10,093 10,093 0 0
Interest bearing deposits
with banks.............c....... 3,083 3,083 196 196
Securities available for sale ..... 83,157 83157 63,121 63121
Loans receivable ................... 229,308 230,920 229469 231,956
Cash surrender value of
life insurance ...................... 7,387 7387 7,070 7,070
Accrued interest receivable ... 1,103 1,103 004 904
Other bank stock.................... 2,177 2,177 2,608 2,608
FINANCIAL LIABILITIES
Time certificates ................... 87,064 85768 83,721 82,020
Other deposits..........cco..coeeri. 174114 174114 146,569 146,569
Other borrowed funds............ 35516 34917 34932 35313
Accrued interest payable ....... 364 364 265 265

NOTE 20. REGULATORY MATTERS

Dividends paid by Tower Bancorp Inc. are generally provided
from the subsidiary bank’s dividends to Tower. The Federal
Reserve Board, which regulates bank holding companies,
establishes guidelines which indicate that cash dividends should
be covered by current year earnings and the debt to equity ratio
of the holding company must be below thirty percent. The
Bank, as a national bank, is subject to the dividend restrictions
set forth by the Comptroller of the Currency. Under such
restrictions, the Bank may not, without prior approval of the
Comptroller of the Currency, declare dividends in excess of the
sum of the current years earnings (as delined) plus retained
earnings (as defined) from the prior two years. Dividends that
the Bank could declare without approval of the Comptroller of
the Currency, amounted to approximately $ 5,581,177 and

$ 6,778,739 for 2005 and 2004, respectively.

The Corporation is also subject to various regulatory capital
requirements administered by federal banking agencies. Failure
to meet minimum capital requirements can initiate certain
mandatory, and possibly additional discretionary actions by
regulators that, if undertaken, could have a direct material effect
on the corporation’s financial statements. Under capital
adequacy guidelines, the corporation is required to maintain
minimum capital ratios, The “leverage ratio”, compares capital to
adjusted total balance sheet assets while risk-based ratios
compare capital to risk-weighted assets and off-balance sheet
activity in order to make capital levels more sensitive to risk
profiles of individual banks. A comparison of Tower Bancorp’s
capital ratios to regulatory minimums at December 31 is as
follows:

Tower Bancorp Regulatory Min.
2005 2004 Requirements

Leverage ratio.........c....cc..... 11.46%  11.27% 4%
Risk-based capital ratio

Tier 1 (core capital).............. 17.44%  16.55% 4%
Combined Tier I and Tier 1I

(core capital plus allowance

for loan losses) ........c.......... 21.17% 20.02% 8%

As of December 31, 2005 the most recent notification from the
Office of the Comptroller of the Currency categorized the
financial institution as well capitalized under the regulatory
framework for prompt corrective action. There are no conditions
or events since that notification that management believes have
changed the financial institution’s category.
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TOWER BANCORP INC. AND ITS
WHOLLY-OWNED SUBSIDIARY

SELECTED FIVE-YEAR FINANCIAL DATA

2005 2004 2003 2002 2001
Income (000 omitted)
Interest income $ 16,494 $14,126 $14,350 $15780 $16,510
Interest expense 5,152 4011 4267 5,252 6,988
Provision for loan losses 270 360 360 310 120
Net interest income after provision for loan losses 11,072 9,755 0,723 10,218 9,402
Other operating income 4,802 4,501 4,805 3,327 3,103
Other operating expenses 8,815 7,934 7,756 6,929 6,868
Income before income taxes 7,059 6,412 6,772 6,616 5,637
Applicable income tax 2,027 1,689 1,821 1,763 1,636
Net income $ 5032 $ 4723 % 4951 $ 4853 $ 4,001

Per share amounts are based on the following weighted average shares outstanding.

2005 -1,727,055 2003 - 1,733,477 2001 — 1,745,847
2004 - 1,727,856 2002 - 1,737,298
2005 2004 2003 2002 2001
Net income $ 291 $ 2.73 $ 2.86 $ 2.79 $ 2.29
Cash dividend .82 1.34 1.26 .84 1.12
Book value 28.02 25.51 23.33 18.92 16.33

Year-End Balance Sheet Figures

(000 omitted) 2005 2004 2003 2002 2001
Total assets $352,223 $316890 $ 300,738 $ 262,589 $ 245574
Net loans 227,179 227567 212,203 185,905 166,100
Total investment securities 85,334 05,729 66,295 54,000 59,005
Deposits — noninterest bearing 29,162 23,944 18412 13297 13,328
Deposits — interest bearing 232,016 206,346 188,553 174,260 164,271
Total deposits 261,178 230,290 206,965 187,557 177,599
Total stockholders’ equity 48,389 44 071 40,438 32,866 28,518
Ratios

Average equity/average assets 13.85 13.76 13.01 12.10 11.96
Return on average equity 10.90 11.24 14.46 15.81 14.40
Return on average assets 1.51 1.55 1.80 1.01 1.72
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TOWER BANCORP INC. AND ITS
WHOLLY-OWNED SUBSIDIARY

SUMMARY OF QUARTERLY FINANCIAL DATA

The unaudited quarterly results of operations for the years ended December 31, 2005 and 2004 are as {ollows:

2005 Quarter Ended
($ 000 omiited except per share).. Mar. 31  Jume 30 Sept. 30 Dec. 31

2004 Quarter Ended
Mar. 31 June 30 Sept. 30 Dec. 31

Interest income.......................... $3,725 $3995 $4336 $4,438 $3445 $3487 $3,557 $3,637
[nterest eXpense..........c..c..cc.ee.... 1,073 1,240 1409 1430 082 989 1,050 990

Net interest income ........... . 2,652 2,755 2,927 3,008 2,463 2,498 2,507 2,647
Provision for loan losses............ 90 60 60 60 90 90 90 90

Net interest income after
provision for loan losses... 2,562 2,695 2,867 2,948

2373 2408 2417 2,557
1,031 1,047 784 1,729
2,018 2,038 1998 1,880

1,386 1,417 1,203 2,406
365 373 309 642

Other income ..o 639 1,161 1430 1,572
Other expenses................cooee. 1,976 2,148 2,292 2399
Operating income before
income taxes ................... 1,225 1,708 2,005 2,121
Applicable income taxes............ 308 484 553 682
Net income............ccc....o..... $ 917 $1.224 $1452 $1439

$1,021 $1,044 $ 894 $1,764

Net income applicable to
common stock per share data:
Net income.........ccocovrcrenn. $ 53 % 71 % 84 $ .83
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TOWER BANCORP INC. AND ITS
WHOLLY-OWNED SUBSIDIARY

DISTRIBUTION OF ASSETS, LIABILITIES AND STOCKHOLDERS’ EQUITY
Interest Rates and Interest Differential Tax Equivalent Yields

Years Ended December 31

AVERAGE
BALANCE INTEREST RATE
------- 2005 - - - - - - -

(000 OMITTED)
ASSETS
Investment Securities;

AVERAGE

BALANCE

(000 OMITTED)

AVERAGE
INTEREST RATE BALANCE
2004 - -« - = - - momme o

INTEREST RATE
2003 - - - - - - -

(000 OMITTED)

Taxable interest income ... $ 53360 $ 1266 24% $ 41994 $ 997 24% $ 34041 $ 1,001 3.2%
Nontaxable interest
income......................... 20,805 1,065 5.1% 19,552 1,059 5.4% 20,559 1,117 5.4%
Total investment
SECUTities.........c.....c....... 74,255 2,331 3.1% 61,546 2,056 3.3% 54,600 2,208 4.0%
Loans, including
non-accrual loans, (net
of unearned discounts).. 228,848 13,943 6.1% 220,789 12,031 5.5% 198,599 12,073 6.1%
Interest-bearing deposits
with banks................... 1,724 72 42% 524 39 7.4% 1,064 68 6.4%
Federal funds sold ........... 4,392 148 3.4% 18 0 0.0% 79 1 13%
Total interest earning
ASSELS ..ot 309219 16,494 53% 282,877 14,126 50% 254342 14350 56%
Restricted bank stock....... 2,374 3,081 3,285
Allowance for
loan losses ................... ¢ 2,039 ( 1,872) ( 1,722)
Cash and due from
banks ... 9,542 8,261 6,869
Bank premises and
equipment .............c....... 5,037 4,732 4126
Other assets ..................... 9,334 8,436 8,072
Total assets.................... $333,467 $305,515 $274,972
LIABILITIES AND STOCKHOLDERS’ EQUITY
Interest bearing
demand deposits........... $105492 $ 1052 10% $ 92933 $ 443 05% $ 84,107 $ 539 0.6%
Savings deposits............... 30,936 93 0.3% 28,787 84 03% 25,702 110 0.4%
Time deposits................... 84,308 2,280 2.7% 75,463 1,780 2.4% 72,307 1,993 2.8%
Borrowed funds ............... 36,543 1,727 4.7% 41,160 1,704 4.1% 40,252 1,625 4.0%
Total interest bearing
liabilities ....................... 257,279 5,152 2.0% 238343 $ 4011 1.7% 222,368 $ 4267 1.9%
Demand deposits.............. 23,435 19,386 15,144
Other liabilities ................ 6,572 5,753 3,216
Total liabilities................. 287,286 263,482 240,728
Stockholders’ equity......... 46,181 42,033 34244
Total liabilities &
5274972

stockholders’ equity..... $333,467

Net interest income/net
yield on average
earning assets............... $11,342 3.7%

$305,515
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TOWER BANCORP INC. AND ITS
WHOLLY-OWNED SUBSIDIARY

CHANGES IN NET INTEREST INCOME
TAX EQUIVALENT YIELDS

2005 VERSUS 2004
INCREASE (DECREASE)
DUE TO CHANGE IN

Total
Average Average Increase
Volume Rate (Decrease)
(000 OMITTED)
Interest Income
Loans (including non-accrual loans
net of unearned diSCOUNLS) ......o.iiiiiiiiiiin e, $ 443 $1,469 $1912
Taxable investment securities..........ocoooveiviiiiii 273 2 275
Nontaxable investment SeCUTities.........ovevvvvceiiiiiieeeeeeee, ‘ 73 ( 8) 65
Other short-term investments.................coooviiiiiiiii e 54 62 116
Total interest income ......................cccooi 843 1,525 2,368
Interest Expense
Interest bearing demand ... 63 546 609
SavINgs AePOSILS ... oviiiiiiitic e 6 3 9
Time deposits ..o 212 288 500
Other short-term borrowings.............ooeeviiiiiicrniioee { 189 212 23
Total interest eXpense ....................c.ocociiiiniiicas, 92 1,049 1,141
Net interest iNCOMe ................ccciiiiiiiiiiiiieee $1,227
2004 VERSUS 2003
INCREASE (DECREASE)
DUE TO CHANGE IN
Total
Average Average Increase
Volume Rate (Decrease)
(000 OMITTED)
Interest Income
Loans (including non-accrual loans
net of unearned diSCOUNES) . oooooiviriiiiii i $ 1,354 ($1,396) $ 42
Taxable INvVestment SECUTIHES . .vuveerr e e e 382 { 482) (  100)
Nontaxable investment seCurities........coocvvevvoviiieiinninieenn, ( 51) ( 66) ¢ 117
Other short-term investments .............ccccoveooviiaeeiiieee ( 3D 66 35
Total interest income .........................c...cccoo 1,654 ( 1,878) ( 224)
Interest Expense
Interest bearing demand .............cooooiiiiii 53 { 149 ( 06)
SavINgs dePOoSILS . ...t 12 ( 38) ( 26)
Time deposits .....cccovviiiiiiiiiie e 88 ( 30D ¢ 213
Other short-term borrowings..........ccococoeviciiiiin, 39 40 79
Total interest eXpense ...........cc..oooivinniieicioen 192 ( 448) { 256)
Net intereSt iMCOME ...t $ 32

Changes which are attributed in part to volume and in part to rate are allocated in proportion to their
relationships to the amounts of changes.
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TOWER BANCORP INC. AND ITS
WHOLLY-OWNED SUBSIDIARY

MATURITIES OF INVESTMENT SECURITIES
December 31, 2005

The following table shows the maturities of investment securities at amortized cost as of December 31, 2005, and weighted
average yields of such securities. Yields are shown on a taxable equivalent basis, assuming a 34% federal income tax rate.

After 5
After 1 years
year but but
Within 1 within 5 within After 10
year years 10 years years Total

(000 OMITTED)
BONDS:

U.S. Government agencies/mortgage-
backed securities

Book value ..o $15,040 $ 3,426 $ 116 $ 303 $ 18,885

Yield. oo 3.67% 3.81% 6.16% 5.22% 3.74%
State and municipal

Book value ... $ 390 $ 6,147 $ 4,556 $12,777 $ 23870

Yield. oo 5.88% 4.46% 7.63% 7.54% 6.74%
Other

Book value ... $ 1,007 $ 491 $ 0 $ 1447 $ 2945

Yield. .o 5.16% 6.82% 0.00% 5.08% 5.40%
Total book value..........occoooiiiveeii $16,437 $ 10,064 $ 4,672 $ 14,527 $45,700
Yield .o 3.82% 4.36% 7.59% 7.24% 541%

TOtal EQUILY SECUTIHIES. ...ttt $ 22977
YO0 oo 2.40%
TOTAL INVESTMENT SECURITIES ... e $ 68,677
YOl o 4.40%
www.fnbgc.com
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MANAGEMENT’S DISCUSSION & ANALYSIS OF CONSOLIDATED
FINANCIAL CONDITION & RESULTS OF OPERATIONS

The following is managements discussion and analysis of the
significant changes in the consolidated results of operations,
capital resources and liquidity presented in the accompanying
unaudited consolidated financial statements for the Corporation.
This discussion should be read in conjunction with the
preceding consolidated financial statements and related
footnotes, as well as the Corporation’s December 31, 20035
Annual Report. Current performance does not guarantee and
may not be indicative of similar performance in the future.

In addition to historical information, this annual report contains
forward-looking statements. The forward-looking statements
contained in this report are subject to certain risks, assumptions
and uncertainties. Because of the possibility of change in the
underlying assumptions, actual results could differ materially
from those projected in the forward-looking statements.
Additional factors that might cause actual results to differ
materially from those expressed in the forward-looking
statements include, but are not limited to:

+ operating, legal and regulatory risks,

* economic, political and competitive forces affecting the
Company’ services, and

» the risk that management’s analyses of these risks could be
incorrect and/or that the strategies developed to address them
could be unsuccessful.

The Corporation’ forward-looking statements are relevant only
as of the date on which the statements are made. By making
forward-looking statements, the Corporation assumes no duty to
update them to reflect new, changing or unanticipated events or
circumstances. Readers should carefully review the risk factors
described in other petriodic reports and public documents that
the Corporation files from time to time with the Securities and
Exchange Commission.

CRITICAL ACCOUNTING POLICIES

Disclosure of the Corporation’s significant accounting policies is
included in Note 1 to the consolidated financial statements of the
Corporation’s Annual Report for the year ended December 31,
2005. Some of these policies are particularly sensitive, requiring
significant judgments, estimates and assumptions to be made by
management.

The Bank policy related to the allowance for loan losses is
considered to be a critical accounting policy because the
allowance for loan losses represents a particularly sensitive
accounting estimate. The amount of the allowance is based on
managements evaluation of the collectibility of the loan portfolio,
including the nature of the loan portfolio, credit concentrations,
trends in historical loss experience, specific impaired loans, and
economic conditions.

The allowance for loan losses is established through a provision
for loan losses charged to expense. Loans are charged against the
allowance for loan losses when management believes that the
collectibility of the principal is unlikely. The allowance is an
amount that management believes will be adequate to absorb
possible losses on existing loans that may become uncollectible,
based on evaluations of the collectibility of loans and prior loan
loss experience. The evaluations take into consideration such

factors as changes in the nature and volume of the loan portfolio,
overall portfolio quality, review of specific problem loans, and
current economic conditions that may affect the borrowers’
ability to pay.

FUTURE IMPACT OF RECENTLY ISSUED ACCOUNTING
STANDARDS

In November 2005, FASB Staff Position (FSP) 115-1 “The
Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments” was issued. The FSP
addresses the determination as to when an investment is
considered impaired, whether that impairment is other than
temporary, and the measurement of an impairment loss. This
ESP also includes accounting considerations subsequent to the
recognition of another-than-temporary impairment and requires
certain disclosures about unrealized losses that have not been
recognized as other-than-temporary impairments. The guidance
in this FSP amends FASB Statement No. 115, “Accounting for
Certain Investments in Debt and Equity Securities” and APB
Opinion No. 18, “The Equity Method of Accounting for
Investments in Common Stock”. The FSP applies to investments
in debt and equity securities and cost-method investments. The
application guidance within the FSP includes items to consider
in determining whether an investment is impaired, in evaluating
if an impairment is other than temporary and recognizing
impairment losses equal to the difference between the
investment’s cost and its fair value when an impairment is
determined. The FSP is required for all reporting periods
beginning after December 15, 2005. Earlier application is
permitted. The Corporation does not anticipate the amendment
will have a material effect on its financial statements.

In May 2005, the Financial Accounting Standards Board (FASB)
issued Statement No. 154, (*SFAS No. 154”) “Accounting
Changes and Error Cotrections - A Replacement of APB Opinion
No. 20 and FASB Statement No. 3.” The new standard changes
the requirements for the accounting for and reporting of a
change in accounting principle. Among other changes, SFAS No.
154 requires that a voluntary change in accounting principle be
applied retrospectively with all prior period financial statements
presented on the new accounting principle, unless it is
impracticable to do so. SFAS No. 154 also provides that (1) a
change in method of depreciating or amortizing a long-lived
nonfinancial asset be accounted for as a change in estimate
(prospectively) that was effected by a change in accounting
principle, and (2) correction of errors in previously issued
financial statements should be termed a “restatement”. The new
standard is effective for accounting changes and corrections of
errors made in fiscal years beginning after December 15, 2005.
The Corporation does not anticipate this revision will have a
material effect on its financial statements.

In Decemnber 2004, the FASB issued Statement No. 123 (Revised
2004) (SFAS No. 123R) “Share-Based Payment”, which requires
that the compensation cost relating to share-based payment
transactions be recognized in financial statements. SFAS No.
123R replaces SFAS No. 123, “Accounting for Stock-Based
Compensation,” and supersedes APB Opinion No. 25,
“Accounting for Stock Issued to Employees”. Share-based
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MANAGEMENT’S DISCUSSION & ANALYSIS OF CONSOLIDATED
FINANCIAL CONDITION & RESULTS OF OPERATIONS

compensation arrangements include share options, restricted
share plans, performance-based awards, share appreciation rights
and employee share purchase plans. SFAS No. 123R requires all
share-based payments to employees to be valued using a fair
value method on the date of grant and expensed based on that
fair value over the applicable vesting period. SFAS No. 123R
also amends SFAS No. 95 “Statement of Cash Flows” requiring
the benefits of tax deductions in excess of recognized
compensation cost be reported as financing instead of operating
cash flows. The Securities and Exchange Commission (*SEC”)
issued Staff Accounting Bulletin No. 107 (“SAB 107"), which
expresses the SEC’s views regarding the interaction between SFAS
No. 123R and certain SEC rules and regulations. Additionally,
SAB No. 107 provides guidance related to share-based payment
transactions for public companies. The Corporation will be
required to apply SFAS No. 123R as of the annual reporting
period that begins after June 15, 2005. This will require the
recognition of compensation expense for the unvested portion of
existing awards and new grants. All options awarded by the
Corporation in prior years were fully vested within one year of
grant date. Application of this pronouncement is not expected to
have a material effect on the Corporation’ liquidity, capital
resources or results of operations.

In December 2003, the Accounting Standards Executive
Committee of the American Institute of Certified Public
Accountants issued Statement of Position 03-3, “Accounting for
Certain Loans or Debt Securities Acquired in a Transfer” (“SOP
03-37). SOP 03-3 addresses accounting for ditferences between
contractual cash flows and cash flows expected 1o be collected
from an investor’ initial investment in loans or debt securities
(loans) acquired in a transfer if those differences are attributable,
at least in part, to credit quality. It includes loans purchased by
the Corporation or acquired in business combinations. SOP 03-3
does not apply to loans originated by the Corporation. The
Corporation adopted the provisions of SOP 03-3 effective
January 1, 2005. The initial implementation had no material
effect on the Corporation’s financial statements.

OVERVIEW

Net income for the years ended December 31, 2005 and 2004
was $ 5,032,000 and $ 4,723,000, respectively The increase of
$ 309,000, or 6.6%, is attributable to the Corporation’s core
banking business, where net interest income increased 12.1%,
other income increased 4.6% and the provision for loan losses
decreased 25.0%. On a basic and diluted per share basis, net
income for the year ended December 31, 2005 was $ 2.91 and
$ 2.73, respectively, as compared with $ 2.73 and $ 2.69 for
the year ended December 31, 2004. Net income as a percentage
of average assets on an annualized basis, also known as return on
average assets, decreased to 1.51% for 2005 from 1.55% for
2004 as a result of increased average assets. Net income as a
percentage of total average stockholders’ equity on an annualized
basis, also known as return on average equity, was 13.85% and
13.76% for 2005 and 2004, respectively. The increase in this
ratio is attributable to an increased level of net income.

During 2005, the Corporation’s assets grew $ 35,333,000, or
11.1%, to $ 352,233,000 as of December 31, 2005 from

$ 316,890,000 as of December 31, 2004. This increase is
primarily attributable to growth in security investments, which
increased to $ 83,157,000 as of December 31, 2005 from

$ 63,121,000 as of December 31, 2004. Total deposits increased
by $ 30,888,000, or 13.4%, during 2005 to $ 261,178,000 as
of December 31, 2005 from $ 230,290,000 as of December 31,
2004. This compares to an increase of $ 23,325,000, or 11.3%,
o $ 230,290,000 at December 31, 2004 from $ 206,965,000 as
of December 31, 2003. The growth in total deposits during
2005 was about the same as growth in deposits during the same
period in 2004. A new money market account for an estate, in
the amount of $ 12,766,000 opened in 2005. That account is
expected to close sometime in the first quarter of 2006. As a
result of competition in the market, and, to a certain degree,
customers’ continued uncertainty as to how to best invest their
monies, deposit growth may not continue to grow at the current
rates. Since deposit growth was more than sufficient to fund the
increased loan demand, investment securities were purchased.

RESULTS OF OPERATIONS

Net Interest Income

For the year ended December 31, 2005, total interest income
increased by $ 2,368,000, or 16.8%, to $ 16,494,000,
compared with $ 14,126,000 for the year ended December 31,
2004. This increase is the result of an 9.0% increase in average
interest-earning assets, which grew to $ 311,593,000 for 2005,
from $ 285,958,000 for 2004. The growth in average interest
earning assets was attributable to increased loan volume and
investment securities, which were funded from the cash flow
generated from deposit growth. Management targeted efforts to
attract mortgage and small commercial loans. Management
believes that our experience in making mortgage and small
commercial loans positions the Corporation well to meet the
financing demands of individuals and small businesses. Further
impacting interest income were seven 25-basis point increases in
the prime rate and increases in the one year Treasury during
2005 that resulted in higher yields on interest earning assets.

Total interest expense increased by $ 1,141,000, or 28.4%, to

$ 5,152,000 for the year ended December 31, 2005, from

$ 4,011,000 for the twelve months ended December 31, 2004.
This increase is attributable to the growth in average interest
bearing liabilities, which increased to $ 257,279,000 for 2005
from $ 238,343,000 for 2004. Increases in rates were needed to
attract deposits, particularly money market accounts, which
increased 107 basis points to 1.98%. The interest expense for
money market accounts increased $ 584,000 to $ 953,000 for
2005, from $ 369,000 for 2004.

Net interest income increased by § 1,227,000, or 12.1%, to

$ 11,342,000 for the year ended December 31, 2005 from

$ 10,115,000 for the year ended December 31, 2004. This
increase is attributable to the repricing of mortgages, and to a
lesser extent commercial loans tied to the one year treasury and
prime rates plus the increased earning assets funded by deposit
growth.

The net interest rate spread was 3.5% for the year ended
December 31, 2003, and the net interest margin was 3.7%. Due
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to a large investment portfolio at the holding company level,
these ratios are lower than the Bank’s separate performance of
4.0% net interest spread and 4.2% net interest margin for the
same period.

Provision for Loan Losses

For the year ended December 31, 2005, the provision for loan
losses was $ 270,000, a decrease of $ 90,000, or 25.0%,
compared with $ 360,000 for the twelve months ended
December 31, 2004. The decrease in the provision is attributable
to the consistency in the high quality of the loan portfolio.

The allowance for loans losses represented 0.93% of total loans
at December 31, 2005, compared with 0.83% as of December
31, 2004. Management performs ongoing assessments of the
loan loss reserve in relation to loan portfolio growth, credit
exposure to individual borrowers, overall trends in the loan
portiolio and other relevant factors. Based upon these factors,
management believes that as of December 31, 2005, the reserve
is reasonable and sufficient to support the increased loan growth
in light of the strong asset quality as supported by the ratios
reflected on page 29.

Other Income

Other income for the year ended December 31, 2005 increased
$ 211,000, or 4.6%, to $ 4,802,000 from $ 4,591,000 for
2004. This increase was primarily due a $ 175,000 increase in
investment services. Other income was positively impacted by
increases of $ 115,600 in NSF fees, $ 82,000 in ATM fees due
to an increased surcharge fee as of July 2004 and $ 98,000 in
mortgage banking activities.

Other Expenses

For the year ended December 31, 20053, total other expenses
increased $ 881,000, or 11.1%, to0 $ 8,815,000 from

$ 7,934,000 for the year ended December 31, 2004. The
increase is the result of the Corporation’s growth, increases in
legal and accounting fees, SOX 404 compliance costs, and
expenses for a new office.

Salary expenses and related employee benefits were $ 4,474,000
for the year ended December 31, 2003, an increase of

$ 396,000, or 9.7%, compared with § 4,078,000 for the year
ended Decemnber 31, 2004. The increase is primarily attributable
to increased salary expenses of $ 268,000, or 9.2%, and the
associated benefit costs.

Occupancy and equipment expenses for the year ended
December 31, 2005 increased to $ 1,886,000 from $ 1,702,000
for the year ended December 31, 2004. The increase of

$ 184,000, or 10.8%, is primarily due to an increase of

$ 64,000 rent expense associated with a new office on Eastern
Boulevard, Hagerstown. Occupancy and equipment expenses
were also negatively impacted by increases of $ 19,000 in
repairs and maintenance, $ 13,000 in real estate taxes and

$ 9,000 in utilities.

Other operating expenses increased $ 301,000, or 14.0%, to
$ 2,455,000 for the year ended December 31, 2005 from
$ 2,154,000 for the year ended December 31, 2004. This
increase was primarily the result of accounting fees increasing

$126,000 due to SOX 404 compliance, legal fees increasing
$82,000 and a $48,000 increase of donation expense. Other
expenses increasing were $9,000 insurance expense, $8,000 dues
and subscription expenses and $8,000 PA shares tax expense.
Offsetting the increased expenses were a $30,000 decrease in
check losses and an $8,000 decrease of postage expense.

Income Taxes

For the year ended December 31, 2005, the tax provision was
$ 2,027,000 compared with $ 1,689,000 for the year ended
December 31, 2004. This increase of $ 338,000, or 20.0%, is
the result of achieving a higher level of pre-tax net income
coupled with a lower amount of tax-exempt income. The
effective tax rate was 28.7% for 2005 and 26.3% for 2004

Net Income

Net income for the year ended December 31, 2005 was

$ 5,032,000, an increase of $ 309,000, or 6.5%, compared with
$ 4,723,000 for the year ended December 31, 2004. The
increase in net income is the result of increases of $ 1,227,000
in net interest income, a decrease of $ 90,000 in the provision
for loan losses, and an increase of $ 211,000 in other income,
offset by increases of $ 881,000 in other expenses and

$ 338,000 in taxes. Factors contributing to the increased level
of net income include increased interest income from the impact
of rate increases and increased interest income from investment
security growth, as well as the Bank’s efforts to manage its cost of
funds. Increased other income, derived from investment service
fees, and increased customer service fees further enhanced net
income. Basic and diluted earnings per share for the year ended
December 31, 2005 were $ 2.91 and $ 2.86 compared with

$ 2.73 and $ 2.69 for the year ended December 31, 2004.

FINANCIAL CONDITION

Securities

The Corporation’s securities portfolio is comprised of securities
that not only provide interest and dividend income, including
tax-exempt income, but also provide a source of liquidity,
diversify the earning assets portfolio, allow for the management
of risk and tax liability, and provide collateral for repurchase
agreements and public fund deposits. Policies are in place to
address various aspects of managing the portlolio, including but
not limited to, concentrations, liquidity, credit quality, interest
rate sensitivity and regulatory guidelines.

Although the Corporation generally intends to hold its
investment securities to maturity, a significant portion of the
securities portfolio is classified as available for sale, with new
purchases generally categorized as such. Securities in the
available for sale category are accounted for at fair value with
unrealized appreciation or depreciation, net of tax, reported as a
separate component of stockholders’ equity. Securities in the held
to maturity category are accounted for at amortized cost. All
securities held as of December 31, 2005 are classified as available
for sale. The Corporation holds no trading securities in its
portiolio. The securities portfolio includes equities owred by the
holding company, most of which are investments in banks, bank
holding companies and financial institutions. Equity investments

www.fnbgc.com

27




MANAGEMENT’S DISCUSSION & ANALYSIS OF CONSOLIDATED
FINANCIAL CONDITION & RESULTS OF OPERATIONS

are accounted for at fair market value. The remaining securities,
primarily debt instruments, are owned by the Bank.

The consolidated securities portfolio at December 31, 2005 was
$ 83,157,000, compared to $ 63,121,000 at December 31,
2004, an increase of $ 20,036,000, or 31.7%. The increase is
due primarily to the purchase of $ 15,000,000 short-term bank
owned investments funded by a large money market deposit
account open in June 2005 for an estate.

Bank Owned Securities

The Bank owned securities portfolio at December 31, 2005 was
$ 46,423,000, compared to $ 30,138,000 at December 31,
2004, an increase of $ 16,285,000, or 54.0%. The increase is
attributable primarily to deposits from an estate (see description
on page 42) and resulted in June 2005 purchases of $15,000,000
available for sale securities maturing within twelve months and
July 2005 purchases of $5,000,000 available for sale securities
maturing in late 2008 and 2009.

The carrying value of the available for sale portion of the
portfolio at December 31, 2005 includes an unrealized gain of
$ 723,000 (reflected as accumulated other comprehensive
income of $ 477,000 in stockholders’ equity, net of a deferred
income tax liability of $§ 346,000). This compares with an
unrealized gain at December 31, 2004 of $1,122,000 (reflected
as accumulated other comprehensive income of $741,000 in
stockholders’ equity, net of a deferred income tax liability of
$381,000).

Holding Company Owned Securities

The holding company securities portfolio at December 31, 2005
was $ 36,734,000, compared to $ 32,983,000 at December 31,
2004, an increase of $ 3,751,000, or 11.4%. The increase is
attributable to the purchase of $ 5,875,000 equity securities plus
$ 1,546,000 increase of unrealized gains less the sale of

$ 3,670,000 equity securities. Gain on sale of equity securities
was $ 2,426,000.

The carrying value of the available for sale portion of the
portfolio at December 31, 2005 includes an unrealized gain of

$ 13,758,000 (reflected as accumulated other comprehensive
income of $ 9,080,000 in stockholders’ equity, net of a deferred
income tax liability of $ 4,678,000). This compares with an
unrealized gain at December 31, 2004 of $ 12,212,000
(reflected as accumulated other comprehensive income of

$ 8,060,000 in stockholders’ equity, net of a deferred income tax
liability of $ 4,152,000).

Loans

The loan portfolio comprises the major component of the
Corporation’s earning assets and generally is the highest yielding
asset category. Total loans receivable, net of unearned fees and
origination costs, decreased $ 161,000, or 0.1%, to

$ 229,308,000 at December 31, 2005 from $ 229,469,000 at
December 31, 2004. Total loans represented 87.8% of total
deposits at December 31, 2005 as compared with 99.6% at
December 31, 2004, since deposit growth has outpaced loan
growth. Loan growth in 2005 was modest in mortgage loans,
commercial loans and lines of credit. Tax free loans at December

31, 2005 were $ 767,000, compared to $ 4,924,000 at
December 31, 2004, a decrease of $ 4,157,000 or 84.4%. The
bank, in June 2005, began selling mortgage loans to Federal
Home Loan Bank of Pittsburgh in order to offer long term fixed
rate mortgages while managing long term interest rate risk. At
December 31, 2005 the bank had sold mortgage loans with a
balance of $ 9,599,000 to the Federal Home Loan Bank of
Pittsburgh.

Credit Risk and Loan Quality

The Corporation continues to be prudent in its efforts to
minimize credit risk. The Bank’s written lending policy requires
underwriting, loan documentation and credit analysis standards
to be met prior to the approval and funding of any loan. In
accordance with that policy, the loan review process monitors the
loan portfolio on an ongoing basis. The Credit Administration
area and the accounting department then prepares an analysis of
the allowance for loan losses which is then submitted to the
Board of Directors for its assessment as to the adequacy of the
allowance. The allowance for loan losses is an accumulation of
expenses that has been charged against past and present earnings
in anticipation of potential losses in the loan portfolio.

The allowance for loan losses at December 31, 2005 and
December 31, 2004 was $ 2,129,000 and $ 1,902,000,
respectively. The increase in the allowance is attributable to the
modest growth of the loan portfolio and the shift in the loan
mix, where there has been continued growth in commercial
loans, which generally carry a higher level of credit risk. At
December 31, 2005, the allowance for loan losses represented
0.93% of the gross loan portfolio, compared with 0.83% at
December 31, 2004. At December 31, 2005, in consideration of
the strong asset quality, management believes the allowance for
loan loss reserve to be reasonable and adequate to support the
loan growth and to address any potential losses.

The Bank’s lending policy is executed through the assignment of
tiered loan limit authorities to individual officers of the Bank, the
Officer’s Loan Commiittee and the Board of Directors. Although
the Bank maintains sound credit policies, certain loans may
deteriorate for a variety of reasons. The Bank’ policy is to place
all loans on a non-accrual status upon becoming 90 days
delinquent in their payments, unless there is a documented and
reasonable expectation of the collection of the delinquent
amount. Loans are reviewed monthly as to their status, and on a
quarterly basis presented to the Board of Directors. Management
is not aware of any material potential loan problems that have
not been disclosed in this report.

At December 31, 2005, the Corporation had other real estate
owned (not used in operations) in the amount of $ 1,635,000,
which was up from the $ 983,000 owned at December 31,
2004. At December 31, 2005 and December 31, 2004, the
Corporation had non-accrual loans in the amount of $ 44,000
and $ 9,000, respectively.

Loan concentrations are considered to exist when the total
amount of loans to any one or a multiple number of borrowers
engaged in similar activities or having similar characteristics
exceeds 10% of loans outstanding in any one category. The
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Corporation maintains a diversified loan portfolio, granting
agribusiness, commercial, and residential loans to customers.
The majority of the Bank’s lending is made within its primary
market area, which includes southern Franklin County,
Pennsylvania and northern Washington County, Maryland. At
December 31, 2005, 65% of the Corporation’s loan portfolio is
concentrated in mortgages secured by 1-4 family properties and
17% is concentrated in commercial and industrial loans,

Bank Owned Life Insurance

The Corporation has Bank Owned Life Insurance (“BOLI”) for
certain officers, whereby the Bank is the owner and beneficiary of
the policies. The Bank’s deposits and proceeds from the sale of
investment securities funded the BOLI Earnings from the BOLI
are recognized as other income. The BOLI generates income from
the appreciation of the cash surrender values of the pool of
insurance, and its tax advantage to the Corporation. This income
is used to “fund” a portion of current and future employee
benefit costs and a Nonqualified Supplemental Executive
Retirement Plan for certain Corporation key executives.

The Corporation had $ 7,387,000 and $ 7,070,000 in BOLI as
of December 31, 2005 and 2004, respectively. Although the
BOLI1 is an asset that may be liquidated, it is the Corporation’s
intention to hold this pool of insurance because it provides tax-
exempt income that lowers the Corporation’s tax liability, while
enhancing its overall capital position. The Corporation also
expects to collect future proceeds as the beneficiary of the
policies.

Deposits

Deposits are the major source of the Corporation’s funds for
lending and investment purposes. Total deposits at December 31,
2005 were $ 261,178,000, an increase of $ 30,888,000, or
13.4%, from total deposits of $ 230,290,000 at December 31,
2004. The increase in deposits included a money market account
opened in June 2005 for an estate with a $ 12,766,000 balance
on December 31, 2005. The account is expected to close during
the first quarter of 2006. In addition, savings and interest
bearing demand deposit accounts increased $ 9,561,000 from
December 31, 2004 to December 31, 2005.

During the same year non-interest demand deposits increased
$ 5,218,000 as a result of introducing free checking in 2005.
From December 2005 to March 2006 approximately

$ 11,500,000 in a special 14-month time deposit product will
mature. Management has reviewed options to manage the
funding of the Bank and respond to the maturing time deposits.
The cost of deposits has increased due to the increased costs
associated with attracting deposits at a time when short term
interest rates are rising. Higher rates impacted the cost of
interest bearing deposits, which increased to 1.55% as of
December 31, 2005 from 1.17% as of December 31, 2004.

Short-Term Borrowings

Short term borrowings at December 31, 2005 were $ 5,516,000,
compared to $ 4,932,000 at December 31, 2004, an increase of
$ 584,000, or 11.8%. Federal funds purchased, Treasury Tax
and Loan demand note, lines of credit with banks and overnight
borrowings with the Federal Home Loan Bank of Pittsburgh are
considered to be short term borrowings. Short term borrowings

OF OPERATIONS

fluctuate daily to meet the liquidity needs of the Corporation.
The Corporation had short term sources of available borrowings
in the amount of a $ 25,000,000 overnight line from the Federal
Home Loan Bank of Pittsburgh and $ 11,600,000 from area
banks. As of December 31, 2003, the maximum borrowing
capacity with the Federal Home Loan Bank of Pittsburgh is
approximately $ 168,119,000, of which the $ 25,000,000
overnight line is part.

Long-Term Debt and Borrowing Capacity

There were $30 million outstanding in fixed rate term loans with
the Federal Home Loan Bank of Pittsburgh at December 31,
2005, the same amount borrowed at December 31, 2004.
Interest costs on borrowings were $ 1,727,000 in 2005 at an
average rate of 4.7%, and $ 1,704,000 in 2004 at an average rate
of 4.1%.

The Bank has a total maximum borrowing capacity for both
short and long-term borrowings of approximately

$ 168,119,000 with the Federal Home Loan Bank of Pittsburgh,
out of which $ 30 million represents fixed rate term loans, that
were outstanding at December 31, 2005, and resulted in an
unused borrowing capacity of $ 138,119,000.

Asset/Liability Management

The management of interest rate risk involves measuring and
analyzing the maturity and repricing of interest-earning assets
and interest bearing liabilities at specific points in time. The
imbalance between interest-earning assets and interest bearing
liabilities is commonly referred to as the interest rate gap. The
interest rate gap is one measure of the risk inherent in the
existing balance sheet as it relates to potential changes in net
interest income. Maintaining an appropriate balance between
interest-earning assets and interest bearing liabilities is a2 means
of monitoring and possibly avoiding material fluctuations in the
net interest margin during periods of changing interest rates.

The Corporation’s overall sensitivity to interest rate risk is low
due to its non-complex balance sheet. The Corporation manages
its balance sheet with the intent of stabilizing net interest income
and net economic value under a broad range of interest rate
environments. The Corporation has the ability to effect various
strategies to manage interest rate risk, which include, but are not
limited to, selling newly originated residential mortgage loans,
controlling the volume mix of fixed/variable rate commercial
loans, mortgage loans and securities, increasing/ decreasing
deposits via interest rate changes, borrowing from the Federal
Home Loan Bank of Pittsburgh, and buying/selling securities.
Adjustments to the mix of assets and liabilities are made
periodically in an effort to give the Corporation dependable and
steady growth in net interest income, while at the same time,
managing the related risks.

Liquidity

Liquidity represents the Corporation’s ability to efficiently
manage cash flows at reasonable rates to support possible
commitments to borrowers or the demands of depositors.
Liquidity is essential to compensate for fluctuations in the
balance sheet and provide funds for growth and normal
operating expenditures. Liquidity needs may be met by
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converting assets into cash or obtaining sources of additional
funding.

Liquidity from asset categories is provided through cash,
amounts due from banks, interest-bearing deposits with banks
and federal funds sold, which were $ 24,920,000 at December
31, 2005, compared to $ 10,241,000 at December 31, 2004.
Additional asset liquidity sources include principal and interest
payments from securities in the Corporation’s investment
portfolio and cash flow from its amortizing loan portfolio.
Longer-term liquidity needs may be met by selling securities
available for sale, selling loans or raising additional capital. At
December 31, 2005, there were $ 67,601,000 in liquid
securities as compared to $ 45,991,000 at December 31, 2004.
Liquid securities increased by $ 21,610,000 since December 31,
2004 due to purchases exceeding sales, calls and maturity of
investment securities, primarily the $ 15,000,000 in short term
investments purchased in June 2003,

Liability liquidity sources include attracting deposits at
competitive rates. Deposits at December 31, 2005 were

$ 261,178,000, compared to $ 230,290,000 at December 31,
2004. In addition, the Corporation has borrowing capacity and
lines of credit with the Federal Home Loan Bank of Pittsburgh,
Atlantic Central Bankers Bank and several local banks.

The Corporation’ financial statements do not reflect various off-
balance sheet commitments that are made in the normal course
of business, which may involve some liquidity risk. Off-balance
sheet arrangements are discussed in detail below.

Management is of the opinion that its liquidity position, at
December 31, 2005, is adequate to respond to fluctuations “on”
and “off” the balance sheet. In addition, management knows of
no trends, demands, commitments, events or uncertainties that
may result in, or that are reasonably likely to result in the
Corporation’s inability to meet anticipated or unexpected
liquidity needs.

Off-Balance Sheet Arrangements

The Corporation’s financial statements do not reflect various off-
balance sheet arrangements that are made in the normal course
of business. These commitments consist mainly of loans
approved but not yet funded, unused lines of credit and letters of
credit made in accordance with the same standards as on-balance
sheet instruments. Unused commitments at December 31, 2005
were $ 69,401,000, which consisted of $ 68,021,000 in
unfunded commitments to existing loans and unfunded new
loans and $ 1,383,000 in letters of credit. Because these
instruments have fixed maturity dates, and because many of
them will expire without being drawn upon, they do not
generally present a significant liquidity risk to the Corporation.
Management believes that any amounts actually drawn upon can
be funded in the normal course of operations. The Corporation
has no investment in or financial relationship with any
unconsolidated entities that are reasonably likely to have a
material effect on liquidity or the availability of capital resources.

Interest Rate Sensitivity Analysis
A number of measures are used to monitor and manage interest

rate risk including income simulation and interest sensitivity
(gap) analysis. An income simulation model is used to assess the
direction and magnitude of changes in net interest income
resulting from changes in interest rates. Key assumptions in the
model include prepayment, repricing and maturity of loan
related assets; deposit sensitivity; market conditions and changes
in other financial instruments. The Corporation’s policy
objective is to limit the change in annual earnings to 20% of net
interest income. At December 31, 2005, based on the results of
the simulation model, the Corporation would expect an increase
in net interest income of $ 637,000 over a 12-month period if
interest rates increased from current rates by 200 basis points. If
interest rates decreased from current rates by 100 basis points,
the Corporation would expect a decrease in the net interest
income of $ 632,000 over a 12-month period.

The matching of assets and liabilities may be analyzed by
examining the extent to which such assets and liabilities are
“interest rate sensitive” and by monitoring an institution’s interest
rate sensitivity “gap”. An asset or liability is said to be interest
rate sensitive within a specific time period if it will mature or
reprice within that time period. The interest rate sensitivity gap
is defined as the difference between the amount of interest-
earning assets maturing or repricing within a specific time period
and the amount of interest-bearing liabilities maturing or
repricing within that same time period. A gap is considered
positive when the amount of interest-earning assets maturing or
repricing exceeds the amount of interest-bearing liabilities
maturing or repricing within the same period. A gap is
considered negative when the amount of interest-bearing
liabilities maturing or repricing exceeds the amount of interest-
earning assets maturing or repricing within the same period.
Accordingly, in a rising interest rate environment, an institution
with a positive gap would be in a better position to invest in
higher yielding assets which would result in the yield on its
assets increasing at a pace closer to the cost of its interest-bearing
liabilities, than would be the case if it had a negative gap.

During a period of falling interest rates, an institution with a
positive gap would tend to have its assets repricing at a faster
rate than one with a negative gap, which would tend to restrain
the growth of its net interest income.

The Corporation closely monitors its interest rate risk as such
risk relates to its operational strategies. The Corporation’s Board
of Directors has established an Asset/Liability Committee
responsible for reviewing its asset/liability policies and interest
rate risk position, which generally meets quarterly and reports to
the Board on interest rate risk and trends on a quarterly basis.

The following table sets forth the amounts of interest-earning
assets and interest-bearing liabilities outstanding at December 31,
2005 which are anticipated by the Corporation, based upon
certain assumptions described below, to reprice or mature in
each of the future time periods shown. Adjustable-rate assets
and liabilities are included in the table in the period in which
their interest rates can next be adjusted.
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Due 0-90 Due 91-360 Due After
Days Days 1 Year Total
(000 omitted)

Rate sensitive assets
Interest bearing deposits

with banks and investment

Securities............c.cco..... $ 22453 $ 11,708 $ 25438 $ 59,599
Real estate, commercial

and consumer loans........ 65,793 89,226 74289 229308

$ 88,246 $100934 $ 99727 $288907

Rate sensitive liabilities
NOW accounts, savings

deposits, and money

market accounits ............ $132,665 $ 2437 § 9850 $144952
Certificates of deposit ....... 20,831 35543 30,690 87,064
Bormowings ... 5516 0 30,000 35516

$159,012  $ 37980 § 70,540 $2675%2

Cumulative interest sensitive

GAP/toral assets from

financial statements ......... ( 70,766) ( 7.812)} 21375)( 21373
Cumulative interest

sensitive GAP ratio.......... (20.09%)( 2.21%) ( 607%) ( 6.07%)

MARKET RISK MANAGEMENT

The Corporation has risk management policies to monitor and
limit exposure to market risk, and strives to take advantage of
profit opportunities available in interest rare movements.

Management continuously monitors liquidity and interest rate
risk through its ALCO reporting, and reprices products in order
to maintain desired net interest margins. Management expects to
continue to direct its marketing efforts toward attracting more
low cost retail deposits while competitively pricing its time
deposits in order to maintain favorable interest spreads, while
minimizing structural interest rate risk.

The following table sets forth the projected maturities and
average rates for all rate sensitive assets and liabilities based on
the following assumptions. All fixed and variable rate loans were
based on original maturity of the note since the Corporation has
not experienced a significant rewriting of loans. Investmenits are
based on maturity date. The Corporation has historically
experienced very little deposit runoff and has in fact had net
gains in deposits over the past filteen years. Based on this
experience, it was estimated that maximum runoff of noninterest
bearing checking would be 33% and for all other deposits except
time deposits, which would be 10%. Time deposits are classified
by original maturity date.

(In Thousands) Principal/Notional Amount Maturing in: Fair
Rate sensitive assets 2006 2007 2008 2009 2010 Thereafter Total Value
Fired interest rate loans 14319 745 6686 5290 5818 17056 66396 67,008
Average interest Tale...... 696 7l 71 680 68 676 690
Variable interest

rate Joans ... 088 602 621t 6326 6630 116402 162712 163912
Average interest rafe.... 120 5% 55 5% 5% 60T 4%
Fied fnterest

rale SeCurities......c.... 19,423 808 3333 2524 1494 19199 48783 49,506
Average inierest rale...... 37 54 34 3300 408 512 42
Noninterest bearing

checking ..o 4861 148 143 1458 486 19441 29160 29162
Savings and interest

bearing checking....... 4349 2899 2809 2899 1450 130436 144952 14493
Average interest rates ... B Bt b B R 8 B
Time deposts ... 6400 1335 11003 367 1660 0 87064 85768
Average interestrales... 293 357 336 349 390 000 3M
Fixed interest rate

BOTOWINGS. . 0 0 15000 0 0 15000 30000 29400
Variable interes. rate

bOTTOWINgS .. . 5516 0 0 0 0 0 33516 5516
Borrowings average

interest tate............ 5.78 0 50 0 0 44 490

CAPITAL

Internal capital generation has been the primary method utilized
by Tower Bancorp Inc. to increase its capital. Stockholders’
equity, which exceeded $ 48.0 million at December 31, 2005
has steadily increased. Regulatory authorities have established
capital guidelines in the form of the “leverage ratio” and “risk-
based capital ratios.” The leverage ratio compares capital to total
balance sheet assets, while the risk-based ratios compare capital
to risk-weighted assets and off-balance-sheet activity in order to
make capital levels more sensitive to risk profiles of individual
banks. A comparison of Tower Bancorp’s capital ratios to
regulatory minimums at December 31 is as follows:

Regulatory
Tower Bancorp Minimum
2005 2004 Requirements
Leverage ratio............cccoooooeene. 11.46% 11.27% 4%
Risk-based capital ratio
Tier 1 (core capital) ............... 17.44% 16.55% 4%
Combined Tier [ and Tier II
(core capital plus allowance
for loan losses).......ccooveiieeeni.. 21.17% 20.02% 8%

Tower Bancorp, Inc. has traditionally been well above required
levels and expects equity capital to continue to exceed regulatory
guidelines. Certain ratios are useful in measuring the ability of a
Corporation to generate capital internally.

The following chart indicates the growth in equity capital for the
past three years.

1
2005 2004 2003
Equity capital at December 31
($ 000 omitted).........cceer.oe. $48,389 § 44,071 $40,438
Equity capital as a percent of
assets at December 31 ... 13.74% 1391% 13.45%
Return on average assets .......... 1.51% 155% 1.80%
Return on average equity.......... 10.90% 11.24% 14.46%
Cash dividend payout ratio ...... 31.62% 48.90% 44.13%
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MANAGEMENT’S DISCUSSION & ANALYSIS OF CONSOLIDATED
FINANCIAL CONDITION & RESULTS OF OPERATIONS

Banking laws and regulations limit the amount of cash dividends
that may be paid without prior approval from the Corporation’s
regulatory agencies. In abidance with such requirements, on
December 14, 2003, the Board of Directors authorized and
declared a quarterly cash dividend in the amount of $ 0.24 per
share, payable on January 23, 2006 to all shareholders of record
as of January 6, 2006. The declaration of this quarterly cash
dividend decreased retained earnings by $ 415,000.

STOCK MARKET ANALYSIS AND DIVIDENDS

The Corporation’s common stock is traded in the over-the-
counter market. As of December 31, 2005 the approximate
number of shareholders of record was 1,011.

(2005 Market Price  Cash Dividend
First Quarter .................... $43.75 - 54.00 $ .22
Second Quarter................. 49.00 - 53.00 22
Third Quarter .................. 4230 -49.40 24
Fourth Quarter ................. 43.25-48.00 24
2004 Market Price  Cash Dividend
First Quarter .........ccocevv.. $ 38.65-43.00 $ .20
Second Quatter................ 40.10 - 43.00 20
Third Quarter .................. 40.05 - 42.00 22
Fourth Quarter ................. 41.00 - 44.00 .72
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TRANSFER AGENTS AND
REGISTRARS

Registrar and Transfer Company
10 Commerce Drive

Cranford, NJ 07016-3572
Investor Relations

(800) 368-5948

MARKET MAKERS

Ferris, Baker Watts, Inc.
113 South Potomac Street
Hagerstown, MD 21740
(800) 344-4413

FAX (301) 791-5763

Hill Thompson Securities
15 Exchange Place
Jersey City, NJ 07302
(800) 879-9842

FAX (212) 233-2206

Boenning & Scattergood, Inc.
4 Tower Bridge - Suite 300

200 Barr Harbor Drive

West Conshohocken, PA 19428
(800) 842-8928

FAX (610) 862-0300

SHAREHOLDER

INFORMATION

AUDITORS

Smith Elliott Kearns & Company, LLC
804 Wayne Avenue

Chambersburg, PA 17201

(717) 263-3910

FAX (717) 263-1787

Monroe Securities
47 State Street
Rochester, NY 14614
(716) 546-1520
FAX (716) 263-4305

Koonce Securities, Inc.

6550 Rock Spring Drive, Suite 600
Bethesda, MD 20817

(800) 368-2806

FAX (301) 897-9794

Ryan, Beck & Co.
220 S. Orange Avenue
Livingston, NJ 07039
(800) 342-2325

FAX (973) 597-6020

Tower Bancorp, Inc. stock is traded and quoted under the symbol TOBC.

A copy of the Corporation’s annual report on
Form 10-K, as filed with the Securities and
Exchange Commission, will be furnished upon
written request addressed to:

Mr. Franklin T. Klink,CFO
Tower Bancorp Inc.

PO. Box 8, Center Square
Greencastle, PA 17225







